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GOOD AND BAD TRADE 


I 

INTRODUCTORY 

In hundred years wc liavc learnt to j)roducc 

wealth on a great scale. Our coinniaiui of the necessa- 
ries, comfort s, and luxuries of life, so far as the material 
conditions of production arc concerned, seems almost 
lx)undlcss. But in the same period we have become 
acutely certain imperfections in the di^ribu- 

tion of all this health. 

The general principle by which tlic distribution is at 
present governed is that those only are entitled to 
share in the accrviing wealth of society who assist in the 
production of that wealth, whether through their 
})crsoual services or by permitting the use of land or 
capital which is in their (‘ontrol. Whether this principle 
would, iflt worked smoothly, be a gootl or a bad one 
is a |uip)n with which I do not intend to deal here. 
The pii^plc does, in fact, work imperfectly. For many 
|)eople who possess no aceumnUited property find llicm- 
sclves from time to time without the opjwt unity of 
assistiD|^hrough their pcrsoimi services in the {produc- 
tion p^wealth, even though they would l>e perfectly 
competent to do so if the opportunity offered. No one 
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can live without a share of wealth, and tlic cornnnmity 
is faced with the alternatives of cither supporting these 
people on some oilier principle tlian that of payment 
services rendered, or letting them want. 

The purpose of the principle of pajment for services 
rendered is to put pressure upon all eompetent memlielPS 
of the community to work (except, of course, those who 
possess accumulated property). But if a man ^pStnot 
find the opportunity to work, the pressure is unless ; 
and at the same time his faculties arc being wasted so 
long as he remains idle. There arc many contributory 
causes of unemployment; unforeseen changes in the 
demand for a commodity, or in tlic {)laces or meUiods 
of production ; im|)erfeetions in the organisation of 
industry, in the communication between would*lw 
employers and would-be emj>loyed, in the tniining and 
scle^ion of recruits for the skilled trades; jealousy 
antagonism lx*tween skilled and unskilled labourers, 
between skilled lalx)urers of different Iriidcs, Ixtwcen 
different branches of the same trade. But whatcAH-r 
the relative imjK)rtanee of these causes may be there is 
one dominating all-pervading fact which appears to 
require separate consideration, and the special import- 
ance of which has Ixcn admitted by most of the econo- 
mists and |K>liticians who have studied the f$ub|ect. 
Trade as a wliole is subject to a well-marked though not 
quite regular wave motion, with a period frofft crest to 
crest or from trough to trough, which varies nmm four 
or five to alx)ut ten years. In the trough of the wave 
business is subject to a kind of paralysis. ]t|bcQDmcs 
abnormally difficult to sell goods, and man^pturers 
find themselves compelletl to reduce their oii^Ut and 
consequently to turn adrift some of their workmen. At 
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such times all the various causes of unemployment 
appear to be working with more severity than usual. 
On the other hand, on the crest %f the wave, every thing 
seems to prosper. Business is profitable ; manufac- 
turers are overwhelmed with orders ; practically every 
competent workman can get work. Ttiese fluctuations 
of trade are important on many grounds, but it is on 
acoQpnt of their bearing upon the unemployed problem 
that an explanation of their causes and true character 
is most urgently called for. 

My present purpose is to examine certain elements in 
the modem economic organisation of the world, which 
apt>ear to be intimately connected with the fluctuations. 
I shall not attempt to work back from a precise statisti- 
cal analysis of the fluctuations which the world has 
experienced to the causes of all the phenomena dis- 
used by such analysis. But I shall endeavour to show 
M'hat the eff^s of certain assumed economil? causes 
would l>e, ana it will, I think, be found that these 
calculated effects corrcs{)ond very closely with the ob- 
served features of the fluctuations. 

The general result up to whi< h I hope to work is that 
the fluctuations are due to disturbances in the avail- 
able Stock of “money ’’—the term “money” being 
taken to cover every species of purchasing jx)wer 
availal^l, for immediate use, lx)th legal tender money 
and money, whether in the form of coin, notes, or 
de^sitr at banks. The banking and currency systems 
of the world are so intricate and various, and apjjarently 
smfiJl *d^erences acquire so much importance as the 
subjecj^fevelops, that it will be necessary to begin with 
abstfiiPand artificially simplified assumptions, and to 
take into accouirt one by one those comjdexities which 
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will be necessary to complete a true |)ictiirc of the 
actual economic world. 

The special importance of money in the theory of 
trade fluctuations is to l>c attributed to the fact tliat 
all branches of commerce and industry are equally 
dependent, and dependent in the same way, ii|>on the 
use of money. Whether the economic infiuenccs con- 
nected with the use of money arc great or small they, will 
at any rate be far-reaehing. 

The principle of distributing wealth in return for 
services rendered or property lent is carried into effect 
through the instrumentality of money. The workman 
receives his pay, the capitalist his profits or interest, 
the landowner his rent, in the form of money. The 
money when received reproents a }x>wer of purchasing 
commodities within the limit imposed by the amount 
received as coinimrerl with the f)rices at which the 
commodities arc offered for sale. Thft producers of 
commodities depend, for their i)iotits and for the means 
of paying wages and other expenses, ujK)n the money 
which tliey receive for the finished coinmodilies. They 
supply in rcsj)onse to a demand, but only to an effec- 
tive demand. A want becomes an effective demand 
when the person who experiences the want possesses 
(and can spare) the purchasing power necessary to 
meet the price of the thing which will satisfy it|| A man 
may want a hat, but if he has no money he eni^ot buy 
it, and his want does not contribute to the (Effective 
demand for hats. Or he may have money enough to 
buy a hat and yet may spend it on Ixjot s or 
pressing needs. 

Economists often think it necessary to 
the fact that money is not wealth, hut is a mere token 


other more 
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of wealth, used to facilitate exchange. This is true, 
and must no doubt be grasped by every one who wishes 
to study economic questions. But at one time econo- 
mists were so anxious to guard themselves from the fal- 
lacy of identifying money and wealth that they slipped 
into an almost pedantic disregard of the influence of 
money in economic phenomena. Although money is 
not W’calth it is a most potent factor in economic 
organisation. And this is indeed so well recognised 
nowadays that it is hardly necessary to enter a warning 
against the ])rejii(licc winch would condemn as sujx?r- 
fieial any theory claiming primary im|>ortancc for purely 
monetary iidiuenccs. 



II 


THE RELATIONS BET\N'EEN MONEY, PRICES, 

AND INCOMES 

The total effective demand for all finished commodi- 
ties' in any community is simply the aggregate of all 
money incomes. The same aggregate represents also 
the total cost of production of all finished commodities. 
Sujiply and demand arc not mere quantities, but are 
quantities produced or demanded per unit of time. 
Money income is money received per unit of time — it 
is so much a year, a month, a week, or a day. The 
supply of coal, or corn, is so many tons or quarters 
produced j)cr unit of time— say in a year. The cost of 
producing all commodities at the rate |)cr annum at 
which they arc being prtxiuccd is the cost of paying the 
persons who are assisting to produce them at the rate 
per annum at which they arc being paid. 

In England, of course, we liave a gold currency. 
Debts alxive 408. can only be legally discharged 'by the 
payment of gold or by the payment of notes, cheqtifSi 
etc., convertible on demand into gold. But in some 
countries the currency is made uj) of notes nhicb arc 
themselves legal tender and which arc not conwrtible 
on demand into gold. As a matter of fact, the J|il|ies 

* Inditding consunmbk* cuinmoditif s, dimrt Mrricci, and 
Tliit tUtement (like several uUicra whit li follow) muiit be takdNii|[|^ 
In fmnciple, hut tubjet't to many qualificatiomi wtikh tie Hot 
relevant and the enumcratiou of whioii would be 
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which use an inconvertible paper currency are usually 
poor, backward, or politically unstable. But there is 
no reason why an inconvertible paper currency shouM 
not be successfully administered in an enlightened and 
advanced community without any undesirable con- 
sequences. For purposes of illustration it is often more 
convenient to deal with a country using inconvertible 
paper than one using a gold or other metallic currency, 
because the amount of currency in circulation is there 
wholly within Imman control instead of being dependent 
on .the sup{)ly of a natural product. 

Supf)osc, then, an imaginary community with an 
inconvertible pa])cr currency. The total effective 
demand for all commodities per unit of time is the aggre- 
gate of all money incomes. The total cost of production 
of all commodities per unit of time is the aggregate of 
all money incomes. In order that the effective demand 
and the cost of j)roduction of all commodities per unit 
of time may be eq\iatrd to a sum of money accruing per 
unit of time, the commodities must be priced in money, 
and the payments to the |)coplc engaged in production 
must l)e computed in money. The relative prices of 
the various commodities will he determined by the de- 
mand ^d supply of each. The relative remuneration of 
those wlio contribute their scnices or their property to 
assist in the production of wealth will l>e determined 
by the demand for the several furfus of wealth produced 
and the supply of the several forms of services and 
offered for that purpose. If every commotlity 
unit of time is set down at its money value, 
th e ly w will he the effective demand for all commodi- 
every income is set down at its money value 
the total will % the "cost of production of the stvmc 
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commodities. These totals are, as we have seen, equal, 
being merely the total money income of the community 
seen under two aspects. 

But given that such and such commodities are being 
produced and consumed per unit of time, how will their 
respective prices and how will their total money value 
compare with the total stock of money in the hands 
of the community at any given time? Will a stock of 
legal tender currency equal to a week’s income be 
sufficient ? Or a month’s income ? Or a yenr’s in- 
come ? The paper money which we have assumed to 
be employed has no intrinsic value. Its value is due 
solely to the fact that the law decrees it to be legal 
tender, and therefore to be the legal evidence of the 
possession of j)urehasing j)owcr. 

If the pa[>er money is issued in denominations of 
dollars and cents, then income and ])riees will be cal- 
culated in dollars and cents. The general level of prices 
and incomes will in some way be proportional to the 
numlxjr of dollars in circulation. If by a stroke of a 
magic wand every note had its face value doubled, 
and at the same time every income, every price, every 
liability were also doubled, the business of the country 
could proceed precisely as before.^ The only difference 
would be one of nonicnolature. That amount of value 
which was called a dollar, would now be called flifo 
dollars, but relative prices and relative incomes would be 
unchanged. It is certain that, given the number of 
dollars or other units of currency in existence in any 
community, the number of such units per arpum con- 
tained in the aggregate of money incomes is iSigi mere 

* TI»e deforce of subdivision of the unit of currciu’y for tlic purpowalf 
of small chaii;re is a mere matter of eonveuience, and is not relevant here. 
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matter of caprice. Since the aggregate of money 
incomes is proportional to the stock of money, it must 
be possible to establish some determining relation be- 
tweeti them. How, then, is this relation to be revealed ? 
If a community whose aggregate money income amounts 
to an average of £40 per annum per liead of population 
requires a stock of legal tender money equal to an 
average of £4 per head, there must be some reason why 
a stock of £20 a head is not required, and why a stock 
of £l is not enough. There must be some reason why 
with £4 a head the income comes to £40, not £400 or £4 
per annum ))cr head. 

It might be sup[>osed that in a country using a metal 
coinage the ans\\er was to be found in the cost of pro- 
duction of the metal. But this throws no light on the 
case of inconvertible paper. 

It is necessary, in fact, to investigate a little more 
closely the manner in which the money in circulation is 
used. Assume, at first, for the sake of simplicitj’j that 
all transactions arc carried out in ready money and that 
there is no banking system. It is i)erhaps natural to 
say that the money in circulation is used by being paid 
Ml exchange for commodities or services, and that the 
scale of incomes and prices de{)ends upon the average 
number of such transactions for which each coin or 
note is used in the unit of time. That is, no doubt, 
quite true, but it docs not give us much help, for we 
still have to discover what it is that determines for how 
many transactions a coin or note is used on an average 
in the unit gf time. 

In fact, fiie question w'as, hoiv is the money used ? 
and the answer, that it is used by being paid in ex- 
change for services or commodities, was only half an 
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probably also an unnecessary surplus of ready money 
to be promptly invested in other securities, As the re- 
tention of such a surplus involves the sacrifice of the 
income that might be gained by investing it, the money 
will, after circulating for a longer or a shorter time, 
come to rest either in the hands of a man who needs to 
replenish his reserve of ready money in order to bring 
it up to the prudent minimum, or in the hands of a man 
who invests it in a new enterprise. Tlie jirocess of in- 
vestment in a new enterprise is quite distinct from the 
purchase of existing securities. The new enterprise 
must be started by the purchase of new cajiital, and the 
money is expended in paying the cost of production 
of this new capital. The capital may of course take an 
infinite variety of forms : ships, factories, houses, 
advertisements, fences, vehicles, roads, harbours, rail- 
ways, machinery of all kinds and for all purposes, are 
only a selection of such forms. But whatever form it 
takes its cost of j)roduction will be made up, like the 
cost of production of any other goods, of the incomes, 
or contributions towards the incomes, of the persons 
whose time or whose property is used in the process. 
In fact, investment is merely expenditure, like all other 
expenditure, except that the product is something that 
can be expected to produce income continuously for an 
appreciable period of time. Thus the money spent in 
investment passes into the pockets of individuals and 
helps to make up their working lialances or their savings, 
just like the money spent in jjroducing more ephemeral 
commodities. 

The foregoing description relates to the }K)sition of a 
man qud consumer and investor, but his position gud 
producer is not in essence different. Production re- 
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quires to be financed in exactly the same way as house- 
hold expenses. There must be a working balance of 
money sufficient to bridge the greatest gap which 
exists at any time .during the process between the ex- 
penses and receipts up to date. A manufacturer who 
undertakes to supply goods to a wholesale dealer will 
have to spend considerable sums before he can deliver 
the goods and receive payment. He must first buy his 
raw material, and he must then pay wages to his work- 
men and rent for his factory during the process of 
manufacture. Finally he gets in exchange for the 
finished product a sum of money w hich should normally 
be equal to all he has sjient plus a margin or profit, and 
he is then in a position to begin all over again, and under- 
take another wholesale order. In tlie same way the 
wholesale dealer must be in a jiosition to pay tie manu- 
facturer for the goods, and the cost of transport and 
storage must he paid. Tlie goods will gradually be un- 
loaded upon the retail dealers, who will normally pay to 
tlie wholesale dealer a sum sufficient to cover his pay- 
ment to the manufacturer and all other charges. The 
retail dealers in turn will recoup themselves with the 
money paid by their customers wlio purchase the goods. 
In fact, all the expenses of all the processes of produc- 
tion, transport, and sale are incurred in anticipation of 
these payments by the consumers. And as the goods 
are necessarily sold in driblets to the consumers, while 
many of the preceding processes can only be carried , put 
economically on a large scale, it foIIow^s that large 
working balances are necessary to finance both industry 
and commerce. 

We have now traced the situation of all the money 
in a community in which there is no banking system. 
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The money* is kept in pockets, tills, cashboxes, or safes, 
as a working balance to provide against the uneven 
progress of income and expenditure. In the case of a 
person who is saving, this reserve is periodically grow- 
ing unnecessarily great, and he therefore periodically 
skims off the surplus and invests it. Money invested 
is really spent on the creation of capital, and this surplus 
is thus dissipated among his neighlx)urs in the form of 
salaries, wages, interest, and rent, and is merged in 
their w'orking balances. The aggregate of the working 
balances at any moment depends on the incomes and 
expenditures of the persons to whom they belong, and 
on the manner in which these incomes and expenditures 
accrue. Given the manner in which they acCMe, the 
aggregate of the balances depends on the aggregate of 
the incomes and the aggregate of the expenditures. 
But the incomes and expenditures are simply the same 
quantity appearing on different sides of the account. 
And the aggregate of the working balances is simply the 
total stock of legal tender currency in the country. 
Here, then, in outline is the required relation between 
the total circulation and the total income of the coun- 
try. The link connecting the two is to be found in the 
reserves of working balances of ready money which all 
recipients of incomes are impelled by prudence to 
maintain. 

Money is merely purchasing power. This is especially 
obvious when the money used is paper only, withqut 
intrinsic value, and is not convertible as of right iaito 
anything of intrinsic value. The distribution of ineoAes 
among the people is the distribution of purchasing powfi|, 
regarded as a continuing right, while the di8tribq|jpii of 
ready money among their f»ockets is the distributki^of 



15 


MONEY, PRICES, AND INCOMES 

the accrued purchasing power not yet exercised. \^h 
an inconvertible paper currency which is sufficiently 
subdivisible, it cannot matter ij^ terms of what units 
it is expressed. With given industrial and commercial 
conditions the relative ])roj)ortions of incomes and the 
relative pro[K)rtions of cash balances will be determined, 
whether the unit in which they are calculated is called 
a pound, a dollar, or a franc. Precisely the same 
reasoning applies to a metallic currency (such as that of 
India) the value of which is kept at an artificially high 
level by limiting the quantity coined. And it applies 
equally well to a freely coined metallic currency which 
circulates at the market value of the metal of which it 
is rnadf^' The only real difference in the latter case is 
that the supply of coinage depends on tlie supply of 
metal, either newly mined or diverted from c^Jier uses, 
whereas the supply of inconvertible paper or a restrieted 
metal coinage is within the control of the Government. 

Thus the case of a community using a freely coined 
metal currency does not require any separate con- 
sideration at this stage. 
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But it is time now to adapt these principles to the case 
of a community with a banking system. A bank may 
be defined as an institution which accepts a liability to 
furnish money on dcmmidJ Other borrowers accept a 
liability to pay money on such and such a specified 
date, which may be near or remote. But a man who lias 
deposited money witli a bank has the right to resume 
possession of it at any lime. This right he can at any 
time assign to anyone to whom he wishes to pay inoney, 
either by handing him a bank-note or by drawing a 
cheque, according to the form the bank’s liability takes. 
An assignable right to receive money on demand from 
a solvent bank is for practical purposes as good as 
money itself. It is indeed a substitute for the regular 
legal tender money and is called “ Credit Money,” In 
the country with no banks, which has just been con- 
sidered, it is obvious that any rich man whose income 
and expenditure accrued in a specially irregular manner 
would be compelled to keep inconveniently high working 
balances. Still more would this be the case with large 
employers of labour and persons through wtosc hands 
large sums must pass in order to produce a relatively 

* 

^ Ho doubt some insUtutions not technically ** banks aeccpl such t 
liability, but Uiey have many of tlic attributes of banks, andth^^cfial- 
tion given alx)ve is, at any rate, broadly if not universally tpe. 

16 ^ 
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moderate net profit. For these Ind others in the same 
predicament a banker offers great advantages. He will 
relieve tl»em of the necessity of providing a safe place 
for their money and of paying servants to watch it 
perhaps night and day. If the money entrusted to him 
exceeds a very moderate sum he will require no further 
remuneration for this service than the use of the money 
so long as it remains in his hands. He will pay interest 
on sums deposited with him if the depositor undertakes 
to give notice before withdrawing them, and he will be 
prepared to lend money in an emergency to any one of 
whose credit he is satisfied and who has reasonable 
security to offer. The result is that the man with a 
banking account need carry very little actual ready 
money in his pocket, or his cashbox, for he can meet 
the emergencies for which appreciable sums are required 
by drawing cheques ; and his working balance (of 
which his balance in the bank thus fert'ms the greater 
part)»does not have to be so great as it would be if he 
could not count on being able to borrow. Thus his 
working balance consists not of a single reserve of ready 
money, but of a whole series of reserves like the succes- 
sive reserves of an army. He can pay £l out of the 
money in his pocket. To pay a sum of £10 he may have 
to draw a cheque. If he wants to spend £100 he will 
perhaps withdraw money bn deposit. If he wants to 
raise £1000 he may mobilise his credit and anticipate 
his future receipts by borrowing from his banker. 

Thus the aggregate of accrued purchasing power is 
no longer limited to the aggregate of the circulating 
medium* It is now made up ol all the actual cash (and 
bank-notes) in people's pockets, tills, and cashboxes, 
plui all ^e amounts standing to the credit of their 
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banking accounts. If the bankers simply kept all the 
money entrusted to them in chests, this total woul^ be 
the same as the aggregate of the circulating medium. 

But, of course, the bankers make tlicir profits by 
lending out their customers’ money. From the point 
of view of the banker this money is subject to much the 
same conditions as if it were his own property. That is 
to say, a certain ])ortion must be set aside as a working 
balance, and the remainder, like the savings of the 
private person, can be invested or j)ut out to interest. 
As in the case of the private person, the working 
balance is determined by the extent and nature of 
the liabilities which it will be called upon to meet. For 
small transactions it is more convenient to use money 
than cheques. Every one, therefore, carries alx)ut some 
ready money with him. The man who is earning 
weekly w’ages and paying a weekly rent probably has no 
banking account on which he can draw cheques. His 
employer must therefore obtain cash every w^k in 
order to pay him. This cash finds its way in the course 
of the week into the hands of shopkeepers, rent-collec- 
tors, omnibus companies, etc., who in turn pay it into 
their banking accounts. The well-to-do people, who 
receive their incomes at longer intervals and pay the 
rent by the Quarter, usually have banking accounts, 
but they muil^ of course, cash cheques from time to 
time to meet their petty disbursements. Thus the 
banker's working balance must be sufficient to supply 
those of his customers who are employers labwr 
with enough cash to pay their weekly wages biUs, and 
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moment it is not necessary to consider the manner in 
whiph the mutual liabilities of two banks will be 
extinguished. It may be assumed that practically all 
the money which is paid out of a bank on Saturday for 
the payment of wages will be paid back by the following 
Saturday. The payment of relatively large salaries 
may be assumed to be by cheque, so that no cash 
reserve need be held for that purpose. But the bank’s 
well-to-do customers will periodically draw out an 
abnormal amount of ready money for occasions, such as 
holidays, which demand an unusual amount of petty 
expenditure and which affect a large number df people 
simultaneously. The banker must therefore hold in his 
till (1) the cash required by his customers to pay one 
instalment of wages to their employees, (2) the cash 
required to supply his customers with ready money 
both at normal times and at holiday times ; to these we 
may add (8) a moderate margin for contingencies. Now 
all these together represent a very small proportion of 
the banker’s liabilities. A contractor will probably 
receive payment by cheque in large instalments at 
intervals of several months. The cheques as received 
will be paid into his banking account. He will pay his 
expenses, such as the cost of plant, raw materials, rent, 
etc., at appreciable intervals. One week’s wages bill 
will be quite a small fraction of the sum Jlmding at any 
time to his credit. 

The shopkeepers again (though they, like others, will 
require money for their wages bills) will accumulate 
their takings at the bank over appreciable periods until 
they arc required to pay wholesale dealers* bills or 
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estimate) the weekly bill is under £20,000,000, a mere 
trifle compared with the aggregate of deposits, etc., in 
the banks, which do not fall far short of £1,000,000,000. 

The reserve which a banker is positively obliged to 
keep in normal times is thus a very small percentage 
of his total liabilities— 5 per cent is a liberal estimate. 
But it occasionally happens that there is an abnormal 
demand for money, that is, for actual tangible cash, 
not for a mere balance at a bank. For example, in the 
actual financial organisation of the world gold may be 
needed to be exported to a foreign country to which 
the conditions of trade have made the export profitable. 
In a country which uses paper or silver as its circulating 
medium, and in wdiich no banker is therefore under an 
obligation to honour his customers’ che(jues in any* 
thing but paper or silver, such a contingency cannot 
arise. But in practice gold is the ordinary medium 
(whenever any such medium is required) for the ulti- 
mate settlement of international debts, and this is so 
because the great commercial countries oi the world 
have adopted gold as the material of their ordinary 
internal legal tender currency. In those countries the 
obligation of supplying gold for use in international 
trade falls absolutely on the bankers. To be ready to 
meet this and other similar obligations a bank^l is 
bound to maiBftain a further reserve in addition to the 
working balance kept for the purposes enumerated 
above. Now this contingency may happen equrily to 
any bank. Any customer may wish to draw|«it large 
sttins of gold at a tinoe when the market is asldnf for 
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reserve. But just as the individual can insure against 
contingencies by calling in aid his credit witli his 
bankers, so the banker can insure against contingencies 
by calling in aid his credit with other bankers. He can 
lend or invest all but a moderate proportion of the 
money entrusted to him, and if he is suddenly called 
upon to pay out more gold than his reserve will meet, he 
can supplement it by borrowing from the other banks. 
Thus, instead of each bank having to be prepared to 
meet the maximum demand for gold that could fall upon 
it, it is only necessary for all the banks together to have 
enough gold between them (over and abfve their 
working balances) to meet the maximum demand that 
could fall upon the market as a whole. 

But even this is not the ultimate refmement in the 
organisation of the reserve of money. Where each of a 
score of big banks depends upon all the others, there 
may in an emergency be a hitch at any point of the 
complicated chain of credit. If doubt is thrown on the 
solvency of any one of them, its position remains im- 
paired unless it can persuade each of the others that its 
resources are adequate and realisable. Any one of the 
banks may at any time arbitrarily refuse to lend. There 
is no security that the aggregate of the reserves kept 
will be sufficient for all emergencies. It short, a com- 
nilnity of banks with mutually depeiident credit and 
mutually independent management will be weak from 
the absence of ^ny central control. The solution which 
has been fotlad by those of the great modem states 
which ha^ been most successful m banking, is to set 
up One responsible central bank, more or less intimately 
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estinmte) the weekly bill is under £20,000,000, a mere 
trifle compared with the aggregate of deposits, etc., in 
the banks, which do not fall far short of £1,000,000,000. 

The reserve which a banker is positively obliged to 
keep in normal times is thus a very small percentage 
of his total liabilities — 5 per cent is a liberal estimate. 
But it occasionally happens that there is an abnormal 
demand for money, that is, for actual tangible cash, 
not for a mere balance at a bank. For example, in the 
actual financial organisation of the world gold may be 
needed to be exported to a foreign country to which 
the conditions of trade have made the export profitable. 
In a country which uses paper or silver as its circulating 
medium, and in which no banker is therefore under an 
obligation to honour his customers’ cheques in any- 
thing but paper or silver, such a contingency cannot 
arise. But in practice gold is the ordinary medium 
(whenever any such medium is required) for the ulti- 
mate settlement of international debts, and this is so 
because the great commercial countries of the world 
have adopted gold as the material of their ordinary 
internal legal tender currency. In those countries the 
obligation of supplying gold for use in international 
trade falls absolutely on the bankers. To be ready to 
meet this and other similar obligations a banker is 
bound to maintain a further reserve in addition to the 
working balance kept for the purposes enumerated 
above. Now this contingency may happen equally to 
any bank. Any customer may wish to draw out large 
sums of gold at a time when the market is asking for 
gold. If every bank had to provide separately against 
such an eventuality it would have to keep a Jlry con- 
siderable portion of its assets in the form of a gold 
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reserve. But just as the individual cm insure against 
contingencies by calling in aid his credit with his 
bankers, so the banker can insure against contingencies 
by calling in aid his credit with other hankers. He can 
lend or invest all but a moderate proportion of the 
money entrusted to him, and if he is suddenly called 
upon to pay out more gold than his reserve will meet, he 
can supplement it by borrowing from the other banks. 
Thus, instead of each bank having to be prepared to 
meet the maximum demand for gold that could fall upon 
it, it is only necessary for all die banks together to have 
enough gold between them (over and above their 
working balances) to meet the maximum demand that 
could fall upon the market as a whole. 

But even this is not the ultimate refinement in the 
organisation of the reserve of money. Where each of a 
score of big banks depends upon all the others, there 
may in an emergency be a hitch at any point of the 
complicated chain of credit. If doubt is thrown on the 
solvency of any one of them, its position remains im- 
paired unless it can persuade each of the otfilrs that its 
resources are adequate and realisable. Any one of the 
banks may at any time arbitrarily refuse to lend. There 
is no security that the aggregate of the reserves kept 
will be sufficient for all emergencies. In short, a com- 
munity of banks with mutually dependent credit and 
mutually independent management will be weak from 
the absence of any central control. The solution which 
has been fotihd by those of tlie great modern states 
which mve been most successful in banking, is to set 
up One responsible central bank, more or less intimately 
assocfi^d with the Government. The other banks, 
instead *of depending on one another, depend on the 
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central bank. They are no longer responsible for keep- 
ing enough gold between them to supply the market 
in an emergenej^ ; they merely maintain their working 
balances, and instead of keeping a further reserve in 
gold they open accounts with the central bank. Any 
bank which needs to find a large sum in gold can draw 
upon its account with the central bank, and, if the 
balance to its credit is insufficient, can borrow. Every 
demand for gold, outside the current transactions of 
every day, then falls upon the central bank, and the 
directors of the central bank arc at all times in im- 
mediate touch with all such demands. They are the 
first to receive the gold imported into the country ; 
they supply gold when it is needed for export. It is for 
them to calculate, having regard to all jiossible emer- 
gencies, how much gold they must hold in reserve. How 
they are to solve this problem, and what steps they must 
take to put their conclusions into practice, are questions 
which will have to be dealt with at a later stage. 

AV e are now' in a position to give in outline a complete 
answer to the question, what is all the money in the 
country doing ? It is maintaining w orking balances ; 
first, the working balances of all the members of the 
community so far as their daily expenditure of actual 
cash is concerned ; secondly, the working balances of 
all trading concerns which pay or receive cash across 
the counter ; thirdly, the working balances of the banks ; 
fourthly, the cash reserves of the central bank. This 
aggregate of cash supports a far larger aggregate of 
purchasing pow'er, in the form of rights {>ossessed by 
{leople with banking accounts or by holders of bank- 
notes to obtain cash on demand. Behind this, again, 
comes the power (though not an absolute right) to 
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borrow on good security up to an imperfectly defined 
limit. The aggregate of purchasing power and the 
aggregate of borrowing power are, other things being 
equal, proportional to the aggregate of cash. 

We shall have to consider the relations between these 
aggregates when other things are not equal in more 
detail at a later stage. It is sufficient here to point out 
that the aggregate of money incomes bears the same 
relation in a community with a banking system to the 
aggregate of purchasing power, including credit money, 
as in a comnmnity without a banking system to the 
aggregate of legal tender currency. 
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Hitherto we have been dealing with the relations be- 
tween the stock of money in circulation and the various 
economic entities such as incomes, prices, cost of prqi- 
duction, etc., into which the unit of currency enters. 
But it is necessary also to turn for a moment to the 
conditions of production, so far as those conditions con- 
cern our present purjx)se. 

Production is normally undertaken with a view to 
profit. It is intended that the thing produced shall be 
something wliich people want, and which they M’ant 
keenly enough to buy at a price which will cover the 
cost of production. The prospect of receiving such a 
price is intended in our form of society to be the pro- 
ducer’s sole motive to produce. Producers who produce 
for other motives are philanthropists — a term of re- 
proach. And at any rate it is, in general, true that 
producers produce for profit. 

What then is tlie cost of production ” ? This cost 
falls into two categories, the wages of laljour and the 
fees (such as rent or interest) payable to the owners of 
property used in the process. 

The remuneration of the ordinary undistinguished 
labourer is simply the sum which tlie employer must 
pay him for giving up his. time. However i];iuch or 
however little actual toil the lalxiurer is called nipon to 
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do, his working day is an opportunity for assisting in the 
production of wealth, at|d so long as his time is occupied 
to the exclusion of other remunerative pursuits, he must 
be paid according to the standard prevailing in the 
labour market. Under the competitive conditions of 
the market this standard prescribes at any time a more 
or less definite rate of remuneration for independent 
adult labour. In trades which require special aptitudes 
the wages will rise perceptibly above the standard, the 
extent of the difference depending largely on the ease 
^ith which the necessary aptitudes can be acquired. 
But practically all trades demand some skill, and the 
man who acquires no skill has little chance of main- 
taining the position of an independent citizen at all. 
So, although, for this and many other reasons, wages do 
vary from trade to trade, it is right as a first approxi- 
mation to say that, outside the relatively few who are 
paid high salaries for using their judgment and initiative, 
a week’s wages represents the market value of the 
services of an able-bodied man for a weel? and this 
standard wage is the fundamental unit in reckoning 
cost of production. 

Of the more highly paid employees who do not con- 
form to this description, the only function which it is 
necessary to consider is that of supervising and direct- 
ing the wage-earners. A number of men cannot combine 
to petform one task unless they arc under some unified 
control. The people res[K)nsible for exercising this con- 
trol must issue directions to the workmen so that each 
may know every day what he is to do. They tnnst 
also decide how many men are to be employed and what 
plant will be necessary. All these functions may be 
either ilHM* well carried out. I| they are ill carded out 
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the consequence will bf the retention of some men who 
are given nothing or not enough to do, or who are given 
work to do which does not need to be done or will have 
to be undone. This is waste. Waste usually consists 
in occupying the time of a competent workman without 
applying it to any useful purpose. The employment of 
competent supervisors will reduce waste. The ability 
of one man may by this channel come to be worth the 
wages of 1000. If such ability is very rare he may 
receive a salary approximating to the sum which he 
saves. If it is fairly common, his salary will be quite 
moderate. If practically any one is competent, with- 
out special training or ability, to undertake the business, 
the remuneration will ultimately sink to the ordinary 
market wage. 

Thus, so far as labour is concerned, the basis of the 
cost of production is the number of days* work for 
which a market wage must be paid, plus the cost of 
supervision. 

The other element in the cost of production is the 
fee paid to the owner of property used in the process. 
This property falls into two classes, land and capital. 

“ Land ” means the earth’s crust. But, for economic 
purposes, it is necessary to distinguish two different 
ways in which land is employed to assist in the 
production of wealth. First, the actual stuff of the 
earth’s crust is used to provide the raw material of 
industry, either inorganic materials obtained from 
mines, quarries, etc., or organic materials grown in the 
soil. Secondly, the processes of manufacture and 
transport, and, indeed, all the activities of mankind 
demand space. Any given piece of the earth’s crust 
may be wanted for the production of mateilids, such os 
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crops or minerals, or it may be wanted merely to afford 
space for buildings, roads, etc. Where there is a 
private ownership of land, and free competition, each 
plot will in general be put to the use which its owner 
expects to be most profitable. 

A plot of land may be hired for a fee representing the 
market value of the most profitable use to which it can 
be put, and proportional to the period for which it is 
hired. If the most profitable use is the production of 
materials, the fee paid will depend partly upon the 
natural efficiency of the land in producing those 
materials, that is to say. the fertility of the soil or the 
richness of the mines or quarries ; but it will depend 
partly also on the convenience of the situation in 
relation to the agencies of manufacture and transport 
and to possible consumers. If, on the other hand, the 
most profitable use is for the erection of buildings, the 
value of the land will depend almost entirely on its 
situation and conformation ; it will, in fact, be almost 
exclusively its value as space, or “ site value. ^ 

It is not necessary here to enter into all the intricacies 
of the theory of econonac rent. The foregoing sum- 
mary will be sufficient to distinguish land from capital, 
to which we now pass. 

Capital may, for our present purpose, be defined as 
those material aids to production which are created by 
human agency. The characteristic of capital so defined 
is that it derives its value in exchange from its use in 
producing other things which have an exchangeable 
value. In a sense, no commodity has value in itself, 
but only as the means to the satisfaction of some need. 
If I want a loaf, it is as the means to the satisfaction 
of my hunger. But if I want an oven to bake my loaf, 
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the consequence will be the retention of some men who 
are given nothing or not enough to do, or who are given 
work to do which does not need to be done or will have 
to be undone. This is waste. Waste usually consists 
in occupying the time of a competent workman without 
applying it to any useful purpose. The employment of 
competent supervisors will reduce waste. The ability 
of one man may by this channel come to be worth the 
wages of 1000. If such ability is very rare he may 
receive a salary approximating to the sum which he 
saves. If it is fairly common, his salary will be quite 
moderate. If practically any one is competent, with- 
out special training or ability, to undertake the business, 
the remuneration will ultimately sink to the ordinary 
market wage. 

Thus, so far as labour is concerned, the basis of the 
cost of production is the number of days’ work for 
which a market wage must be paid, plus the cost of 
supervision. 

The other element in the cost of production is the 
fee paid to the owner of property used in the process. 
This property falls into two classes, land and capital. 

“ Land ” means the earth’s crust. But, for economic 
purposes, it is necessary to distinguish two different 
ways in which land is employed to assist in the 
production of wealth. First, the actual stuff of the 
earth’s crust is used to provide the raw material of 
industry, either inorganic materials obtained from 
mines, quarries, etc., or organic materials grown in the 
soil. Secondly, the processes of manufacture and 
transport, and, indeed, all the activities of mankind 
demand space. Any given piece of the earth’s crust 
may be wanted for the production of materilds, such as 
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craps or minerals, or it may be wanted merely to afford 
space for buildings, roads, etc. Where there is a 
private ownership of land, and free competition, each 
plot will in general be put to the use which its owner 
expects to be most profitable. 

A plot of land may be hired for a fee representing the 
market value of the most profitable use to which it can 
be put, and proportional to the period for which it is 
hired. If the moat, profitable use is the production of 
materials, the fee paid will depend partly upon the 
natural efficiency of the land in producing those 
materials, that is to say, the fertility of the soil or the 
richness of the mines or quarries ; but it will depend 
partly also on the convenience of the situation in 
relation to the agencies of manufacture and transport 
and to possible consumers. If, on the other hand, the 
most profitable use is for the erection of buildings, the 
value of the land will depend almost entirely on its 
situation and conformation ; it will, in fact, be almost 
exclusively its value as space, or “ site value.^ 

It is not necessary here to enter into all the intricacies 
of the theory of economic rent. The foregoing sum- 
mary will be sufficient to distinguish land from capital, 
to which we now pass. 

Capital may, for our present purpose, be defined as 
those material aids to production which are created by 
human agency. The characteristic of capital so defined 
is that it derives its value in exchange from its use in 
producing other things which have an exchangeable 
value. In a sense, no commodity has value in itself, 
but only as the means to the satisfaction of some need. 
If I want a loaf, it is as the means to the satisfaction 
of my hunifer. But if I want an oven to bake my loaf, 
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the oven is merely the means of obtaining the loaf. 
The loaf, as a direct means to my satisfaction, is classed 
as » consumable commodity ; the oven, as a means to 
the production of a consumable commodity, is capital. 

Capital, like other exchangeable commodities, has its 
^cost of production. The cost of production of capital 
is in turn an element in the cost of production of the 
commodities vvhlhh the capital is used to make. If 
the capital takes the form of raw material or anything 
else which is used up in a single process, the whole of 
its cost of production must be included in the cost 
of production of the finished product. But the case of 
fixed capital which is used again and again, perhaps 
continuously for many years l)efore It is used up, 
requires further consideration. It is still true that this 
fixed capital derives its value exclusively from its use 
as an aid to production. By its means more com- 
modities can be produced for less labour ; it is, in fact, 
a labour-saving device. "But this saving is effected at 
the cost of the labour expended in producing the fixed 
capital. How is this labour to be divided in the form 
of cost of production among all the commodities pro- 
duced ? And how great a saving in the cost of pro- 
duction of these commodities will justify a given 
expenditure of labour in producing the capital ? It 
is clear, at any rate, that the saving must be greater 
than the expenditure. If the two were merely equal, 
there would be no inducement to j)roduce the capital 
and to wait for years to complete a return which after 
all would be no more than could have been obtained 
without any waiting at all. Some margin of the saving 
of labour over the cost of the capital is necessary to pay 
the capitalist for the delay in obtaining consumable 
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cqmmodities^ in exchange for his expenditure. The 
greater the delay the greater must this margin be. 

A man who is working witfi his own capital may^ot 
distinguish in his accounts the precise saving which he 
realises by any extension of his capital which is paid 
for from his own resources. But a man who extends^ 
his capital by means of borrowed money must pay a 
fee, in the form of interest, for the sim borrowed, and 
he can only decide* whether this is or is not worth while, 
by calculating whether the annual saving due to the 
extension of capital will or will not cover the annual 
payment of interest. 

A capitalist who borrows will borrow with a view to 
adding to his Business that one of all possible extensions 
of capital which seems likely to produce the greatest 
annual additional profit in proportion to its first cost ; 
and thi| proportion will represent the highest rate of 
interest at which he will be willing to borrow. An 
intending lendey will lend to that capitalist who offers 
him the highest rate of interest. This, of coutse, is the 
ordinary operation of supply and demand in an open 
market. The effect is to equalise the rates of interest 
asked and offered so that there is a single market rate 
(differences due to differences in the credit of the 
borrowers may for the present purpose be neglecti^). 
This state of affairs can only be reached if every business 
is supplied with capital up to such a point that an 
extension of its capital w^ould earn additional profit 
equal to or less than the interest upon the cost of the 
extension. If an extension in any business would cam 
a greater profit than this, lenders will tend to select that 
business for their operations, until it also is supplied with 
capital up to the prevailing level. It is hardly necessary 



80 GOOD AND BAD TRADE 

to say that the speculative element in these operations 
makes the practice very different indeed from the theory. 
But still, there remains this central fact that people 
engaged in industry can afford to borrow money for the 
purchase of new capital at a rate of interest not greater 
than the probable annual saving of labour due to the 
new capital as compared with its cost. It is important 
to notice that the primary function of capital (once the 
absolutely necessary minimum is provided) is to save 
labour. We are accustomed to express this by saying 
that it saves or earns money, but the sav^ing of labour 
is the ultimate physical fact. If mechanical road 
sweef>ers save the rates, that is because one man with a 
mechanical sweeper can do the work of several with 
brooms. The reduction in the number of men is 
a physical fact, of which the reduction in the cost is 
merely an economic consequence. In any country in 
which the amount of capital per head increases, the 
rate of interest has a tendency to fall. If one genera- 
tion has discovered all the most profitable o|)enings for 
the investment of a fund of capital amounting to £100 
per head, and if the next generation finds openings for 
the investment of a fund of capital amounting to £180 a 
head, the new openings must, other things being equal, 
be less profitable than the old. On the other hand, new 
inventions and improvements in organisation have a 
precisely contrary tendency. Evcr>^ new invention is, 
in fact, a new opening for investment, and until the 
invention has come into the most extended use for 
which it is adapted, this investment may command 
profits far exceeding the market rate of interest. But 
in practice neither of thait fwdencies can, at any rate 
in a wealthy modem state, act very quickly. The 
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additions made in one year to the national stock of 
capital are small compared'* with the total ; the pro- 
gress of invention may be rapid now and then in one 
particular industry, but it is rarely widespread enough 
to have any very marked or sudden effect on trade as 
a whole. 

Here then is the answer to the question, how does 
capital enter into the cost of production ? It appears 
in the form of the interest on the cost of production of 
the capital. This is in appearance a vicious circle, for 
capital enters into the cost of production of capital. 
But that objection does not really arise, for the capital 
already in existence and the new capital in process of 
creation are in competition with one another. The cost 
of production of the old capital becomes, for practical 
purposes, the cost at which new capital like it might be 
produced, and the rate of interest tends to be that which, 
assumed on new and old capital alike, will just make the 
employment of new capital profitable. 

The foregoing remarks apply to fixed capita, that is 
to say plant, more or less permanent in character, which 
will continue so long as it is kept in repair to earn in 
labour saving a certain percentage on its first cost. But 
the term capital includes commodities, such as fuel and 
raw materials, which are consumed in a single process 
of production, but which still are only mean« of pro- 
duction. An interval, short or long, elapses between 
the production of such commodities and the completion 
of the consumable goods into the manufacture of which 
they enter. This interval, like delay arising from any 
other cause in the fruition of the products of labour, 
must be paid for. Froiiii’*Uli point of view of the 
capitalist who controls tbe means, of production, there 
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is no important difference between tbc application of 
labour and plant to one pifrf)ose or another, and he will 
exact payment for this delay on the same terms as for 
the longer delay arising in the case of fixed capital. 
In other words, circulating capital and fixed capital will 
be in competition as fields for investment, and the same 
rate of interest will be required from both. Thus in any 
business working under normal conditions the price 
received for the finished product should be suflicient to 
cover not merely rent and interest on fixed capital and 
the actual expenditure on labour and materials, but 
interest at the market rate on this expenditure for the 
period which has elapsed since it was incurred. 

Up to this point we might regard the cost of pro- 
duction, including rent, interest on capital and pay- 
ments for supervision, as Well as wages, as expressed in 
terms of days’ work. The finished product represents 
the work of so many men for so many full days, and the 
other charges represent fees in respect of various savings 
of full days’ work, due to the favourable situation of the 
land occupied, to the skill of the supervising staff, and 
to the use of mechanical appliances. 

But in the market the cost of production is expressible 
in money. The condition of profitable production is 
that the price obtained for the finished commodity shall 
not be less than the cost of production. Both price 
and cost must be measured in money. In order to 
determine on what scale they w ill l3c measured, i|Sfaow 
necessary to return to the machinery of distribution 
already described. 

It was laid down that the total effective demand 
for all commodities is simply the aggregate of all 
incomes, and that the same aggregate represents the 
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total cost production of all commodities. Some 
qualification requires to be made in this broad state- 
ment. Incomes are made up partly of earnings, partly 
Of rent and interest. The greater part of these arc 
'Hirectly connected with the production of commodities. 
Some, however, such as the earnings of actors, musicians, 
lawyers, and doctors, and of people engaged in one way 
or another in the work of government, are the re- 
muneration of services which do not contribute to 
the production of any concrete commodities. These 
services, by an artificial stretch of language, may them- 
selves be classed as “ commodities.” 

But a further correction is still required. The 
definition of capital as the material aids to production 
excludes a number of forms of property, such as houses, 
gardens, and furniture, which are consumable com- 
modities, but in which, as being of a durable character, 
savings are ordinarily invested, and for the use of which 
an annual sum comparable to interest may be paid. 
The amount of such annual sums will be brought by 
competition into line with the rate of interest. The 
income derived from this kind of property can only be 
regarded as part of the cost of production of a com- 
modity if the enjoyment of the property for a specified 
time, not the possession of the property itself, is taken 
to be the “ commodity,” It is perhaps unnecessarily 
pedantic to strain language by such devices, but the 
excepttyis thereby surmounted have not enough im- 
portance to merit separate treatment at the cost of 
sacrificing not only symmetry, but also clearness. 

We can now say simply that the aggregate of incomes 
is equal to the total cost of production of all commodities. 
Each income represents the purchasing power per 
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annum of its possessor. This purchasing power is 
exercised in part upon consumable commodities, in part 
upon capital. In so far as it is exercised upon capital 
it is none the less expended in the purchase of com- 
modities, but these commodities are durable^ whether 
they are used for immediate enjoyment, or as the 
means to the production of other commodities. Thus 
the w'hole income (except such as goes to increase the 
working balance) is spaity whether it is saved (i.e. 
invested), or not. In the long run all incomes are being 
completely expended, and the aggregate of all incomes 
over a period of time is the aggregate of all people’s 
expenditure over tlie same period, and is therefore 
equal to the aggregate of the sums paid for all articles 
lx>ught for consumption or investment, or in other words 
to the aggregate of the sums received for all articles, 
perishable or durable, sold for those purposjcs. 

If we can imagine a |>erfectly stable condition of 
society in which the birth-rate and death-rate arc 
equal ; in which the aggregate income, the stock of 
money, the aggregate of bank balances, the scale of 
prices, arc all constant ; in which all tastes, all demands, 
all processes remain unchanged ; in which capital is 
alvrays sufficiently renewed and replaced, but never 
extended ; in such a condition of society the standard 
wage represents a definite and constant sum of money 
per week, which forms the basis of the cost of pro- 
duction of all commodities. The prices of commodities 
will be permanently equal to their resj>ective costs of 
production (inclusive, of course, of all monopoly and 
scarcity profits, which may be assumed to exist and 
to be permanent). This is simply to imagine society 
without those fluctuations of trade which form our 
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present subject, and to which we are now prepared 
to turn. 

In dealing with fluctuations it is necessary to qualify 
in one important respect the equations which have been 
established above. Those equations relate the aggregate 
of all incomes, the aggregate cost of production of all 
commodities produced per unit of time, and the aggre- 
gate of all purchases (or sales), for consumption or 
investment, per unit of time. Each of these terms, 
however, is not an actual quantity of money existing at 
a moment of time, but a rate at which money is accruing. 
These rates must all in the long run be equal. But the 
process of production, culminating in sales, and the 
process of receiving an income, culminating in pur- 
chases, both occupy time. During the period occupied 
by the manufacture of a commodity the national income, 
of which its cost of production is part, may increase and 
diminish once and again. It still remains true that all 
the actual rates of income at a particular moment, if 
added together, make the total cost at whicli all the 
commodities that are in course of production at that 
moment are being produced. But the cost at which a 
commodity “ is being produced ’* may change while it 
is still in course of production. In the same way at a 
particular moment all commodities may be deemed to 
have a definite price, but the price may vary from day 
to day. 

From the reasoning in this chapter it can be seen in 
what sense incomes, prices, and the cost of production 
of commodities, arc merely the itiachinery of distribu- 
tion. An income is a claim to receive so much money 
per unit of time, and money, even if it be composed of 
gold reckoned at its bullion value, is qua money merely 
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that medium in which the State has decreed that debts 
may legally be discharged. The really essential hicts 
about the economic condition of a country are that such 
and such commodities are being produced at the cost of 
so much labour and skill, and by means of so much 
capital ; and that these commodities are being con- 
sumed in such and such proportions by the members of 
the community. The only use of the elaborate system 
of money and credit is to provide the necessary legal 
evidence of purchasing power in the hands of those who 
possess that power. It is because money plays this 
subordinate part that the quantity of money in circula- 
tion is not relevant (in any im|X)rtant way) to a con- 
sideration of total national wealth. Tins is csjKcially 
obvious in the case in which all money is inconvertible 
jjaper, but it is really just as true where gold is used ; 
for where gold is used, the nation (except for |he 
convenience of having a stock of international money 
permanently available for adjustments in foreign trade) 
can only benefit directly from its gold by replacing it by 
some other medium of exchange such as paper money, 
that is to say, by ceasing to use the gold as money, and 
using it in some other way. 

But the fact that money is merely machinery docs 
not prevent it from having profound and far-reaching 
effects on the production and consumption of wealth. 
Though the quantity of money in circulation is not 
relevant to a consideration of total wealth, chani^ In 
the quantity of mohey in circulation react upon the 
industrud and commercial state of the country, and 
have effects of the greatest hnportance. 
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A MONETARY DISTURBANCE IN AN ISOLATED COMMUNITY 
WITH NO BANKING SYSTEM 

The first step in the examination of trade fluctuations 
will be to consider what will happen if the theoretical 
equilibrium of incomes, expenditures, money, etc., is 
disturbed. Let the equilibrium exist, as in the perfectly 
stable society described above, and let it be disturbed. 
First, suppose the disturbance to take the form of a 
sudden diminution of the stock of money. We may 
assume that only paper money is used, and that there 
i&,no banking system. The cause of the diminlition is 
not here relevant, but it might be effected by the 
Government withdrawing, in the form of ta^es, more 
money than usual, and permanently withholding the 
surplus from circulation. The effects would then be 
■spread evenly over the whole jK)pulation. 

Now a certain proportion of incomes are fixed in 
amount and more or less |)ermanent. Whatever may 
happen to increase or diminish the national stock of 
money, there is no immediate reason for the recipient of 
% fixed income to alter the “ working balance ” of money 
which he retains in his pocket or his cashbox. But the 
majority of incomes^are either vApable or at any rate 
precarknis. The profits of manufacture, of transport, 
and of retail trade are vhfial;)le< wages and sakries 
of the majority of emj^y^s, though kss variable, are 
precarious. 


87 



88 GOOD AND BAD TRADE 

Before the withdrawal of money from circulation, 
every member of the community may be assumed to 
have adjusted his working balance of money in hand so 
as to fit the income he was accustomed to receive and 
the expenditure he was accustomed to incur. After 
the withdrawal, therefore, some at any rate of the 
members of the community, having had to pay more 
taxes than usual, will find that they are in danger of 
a shortage. In the absence (as assumed) of a bank- 
ing system, it will be necessary for them to restrict ex- 
penditure for a time in order to replenish their balances. 

But though any one may replenish his balance by 
economising, it is clear that no transfers of money from 
one individual to anotlier can replenish all the balances, 
the total of which has been definitely reduced by a 
certain amount. A new equilibrium can only be found 
by a change in incomes which will make a reduced 
scale of balances sufficient. The next step, therefore, is 
to consider the effect upon variable and precarious 
incomes. 

The restriction of expenditure by some members of 
the community represents a corresponding restriction 
of the receipts of others. Those who arc engaged in the 
production of a particular commodity, including the 
labourers and their sui>ervisors, and the capitalists and 
landowners who participate (so far as they participate) 
in the production of the necessary raw materials, in 
the intervening processes of manufactures up to the com- 
pletion of the article, in the process of transport from 
the several places of manufacture to the several places 
at which the finished goods are offered for sale, and 
finally in the various services included under the head 
of retailing, such as advertisement, storage, selection in 
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accordance with the customer’s directions, delivery at 
the customer’s house, etc. etc., all these people depend 
for the remuneration of their services ultimately on the 
money paid by the consumer. The goods have no value, 
except such as is purely speculative, until they are 
actually in the consumer’s hands. Any one engaged in 
one of the intermediate processes depends upon the 
people engaged in the immediately succeeding pro- 
cesses for his reward, and thus through a continuous 
chain all depend ultimately upon the money which is 
given to the retailer by the consumer, who is the only 
person whose function is not “ intermediate.” 

The whole boot trade, including the labour, land, 
and capital engaged not only in manufacturing boots, 
but in breeding the beasts to produce the leather, and in 
transporting and retailing the finished boots, is depen- 
dent in the, last resort for its wages, rent, and interest 
upon the money expended by members of the community 
in buying boots for their owm use. The aggregate of 
wages, rent, and interest paid to the boot trad?per diem 
will tend to be equal to the daily expenditure on boots, 
and cannot in the long run diverge from that daily 
expenditure. 

A contraction of the money in circulation entails, as 
we have seen, a restriction of expenditure by members 
of the community. This restriction of expenditure may 
be assumed to extend impartially (but not necessarily 
equally) over the whole area of consumable commodi- 
ties. For the moment (before any palpable signs of 
this change have appeared) each trade will be in the 
position of continuing its output at the old rate and 
incurring daily liabilities for wages, rent, and interest 
which can only be met if that output is disposed of at 
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the old price. The first symptom of changed conditions 
will be diminished sales by the retailers, involving a 
diminution in their working balances. 

As less commodities are sold, the retailers will order 
less from the wholesale dealers, who in turn will order 
less from the producers. If the producers do not receive 
sufficient orders to employ their capital and labour at 
full time, they must either reduce their output, or reduce 
their prices, or both. 

the perfectly stable community price is perma- 
nently equal to cost of production, and the producers* 
choice when the price falls is therefore between reduc- 
tion of output and reduction of cost of production. 
Cost of production is ultimately the cost of paying the 
incomes of the jxjrsons engaged in production, including, 
besides the wages of lalx)ur, the salaries of the super- 
vising and directing staff, the interest of the capitalist, 
and the rent of the landlord. Of these several elements 
in cost of production some, such as rent, or the interest 
on money borrowed on the security of the business, will 
be fixed charges ; others, such as the wages bill and the 
profits of the owner or of the shareholders, as the case 
may be, w'ill be variable. The fixed charges cannot be 
reduced unless the business actually becomes insolvent, 
all other expedients having proved ineffective. 

The first encroachment, when sales fall off, will of 
course be made upon profits, A business which has been 
paying high dividends can afford to continue its full 
output at a certain reduction of price without suffering 
actual loss. But in some cases this will not be sufficient. 
Those businesses which have not a sufficient margin of 
profit must reduce cither the numlier or the pay of 
their employees. In so far as the adjustment is made 
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by the dismissal of hands the total output o! the com- 
munity will be diminished. 

This process could, theoretically, be pushed so far 
that the proportional decrease in the number employed 
and in the national output would be equal to the pro- 
portional decrease in the money in circulation. In that 
case the old scale of incomes and prices could be main- 
tained ; but the incomes with the appropriate balances 
of money would be shared among a portion only of the 
community, upon whom would be thrown in some £(i|n 
or other the burden of supporting the unemployed 
(unless the unemployed were deported, left to starve, or 
otherwise disposed of). 

On the other hand, if the adjustment could be made 
entirely by a suitable diminution of wages and salaries, 

. accompanied by a corresponding diminution of prices, 
the commercial community could be placed forthwith 
in a new position of equilibrium, in which the output 
would continue unchanged, and distribution would 
only be modified by the apportionment of a somewhat 
larger share of the national product to the possessors 
of interest, rent, and other kinds of fixed incomes. 
In fact, the change in the circulating medium is merely 
a change in the machinery of distribution, and a change, 
moreover, which, once made, does not impair the 
effectiveness of that machinery. If the habits of the 
community are adapted without delay to the change, 
the production of wealth will continue unabated. If 
customary wages and customary prices resist the change, 
the adjustment, which is bound to come sooner or later, 
will only be forced upon the people by the pressure of 
distress. 

The symptom of incomplete adjustment is the dimiiiu- 
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tion of employment) either a dismissal of superfluous 
hands or a reduction of hours. For this there is (apart 
from a restoration of the national stock of money to its 
old level) no remedy but the reduction of money wages 
to the point which will enable producers to resume their 
former activities and dispose of the output without 
incurring a loss. This reduction of money wages does 
not involve a proportional reduction of real wages, for 
it is accompanied by an all-round reduction of prices. 
But there will, in general, be some slight reduction 
of real wages, representing the change in the balance of 
wealth as between the holders of fixed incomes and other 
members of the community. 

The time taken in reaching the new position of 
equilibrium will probably depend on the willingness of 
employees to accept the reduced wages. It will, per- 
haps, be hardly evident enough to them that the accept- 
ance of reduced wages will provide a cure for their loss 
of employment, but the mere presence of a body of un- 
employed ready to accept work on almost any terms 
would have a tendency to depress w ages. Whether the 
process is long or short, the result is very much what 
theory would lead us to ex|)cct, a general fall in the 
nominal value of everything which is measured in 
money. 

The above description deals merely with the conse- 
quences of a single abrupt change in the quantity of 
money in circulation, a change to which society can 
ultimately adapt itself in a renewed equilibrium. If 
the changes are gradual and continuous the community 
may be in a permanent condition of fluctuation without 
ever reaching economic equilibrium at all. If lor a 
period the stock of money continuously dinunkhes, 
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precisely the same causes will be at work as in the 
period following a sudden diminution. Wages will 
ding to their customary rate until the stress of un* 
employment begins to drive them down; they will 
follow the downward movement of money and prices 
at an interval ; and at last, when the movement of 
prices stops, there will be an accumulated weight of 
unemployment only to be relieved by a continuance of 
the movement of wages. We are not for the moment 
concerned with the possible causes of changes, continu- 
ous or otherwise, in the stock of money ; but a reversal 
of the previous movement might take place, in the form 
of a gradual increase in the stock of money and in the 
scale of prices, before wages have fallen to the equilibrium 
point, and might swallow up the unemployed in a new 
era of increasing trade before the equilibrium point is 
ever reached. 

So far we have considered the effect of a contraction 
of the currency principally on the w^age-eam^. Inci- 
dentally, however, we have touched upon capital. 

The capitalist, as we have seen, earns interest by 
providing labour-saving appliances. According to 
economic theory he selects for his operations that 
opening which will enable him to save the greatest 
amount of labour per annum with a given initial ex- 
penditure, i.e. to earn the greatest rate of interest. 
At any moment there will be a particular marginal 
or market rate of interest such that all enterprises 
promising a higher yield have already been seized upon, 
and it has not yet been worth while to undertake any 
enterprise whose promised yield is lower. In the per- 
fectly stable community, capital is renewed re- 
placed but never extended. There will in any year be 
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tion of employment, either a dismissal of superfluous 
hands or a reduction of hours. For this there is (apart 
from a restoration of the national stock of money to its 
old level) no remedy but the reduction of money wages 
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former activities and dispose of the output without 
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it is accompanied by an all-round reduction of prices. 
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of real wages, representing the change in the balance of 
wealth as between the holders of fixed incomes and other 
members of the community. 

The time taken in reaching the new position of 
equilibrium will prol3ably depend on the willingness of 
employees to accept the reduced wages. It will, per- 
haps, be hardly evident enough to them that the accept- 
ance of reduced wages will provide a cure for their loss 
of employment, but the mere presence of a body of un- 
employed ready to accept work on almost any terms 
would have a tendency to depress wages. Whether the 
process is long or short, the result is very much what 
theory would lead us to expect, a general fall in the 
nominal value of cverj^hing which is measured in 
money. 

The above description deals merely with the conse- 
quences of a single abrupt change in the quantity of 
money in circulation, a change to which society can 
ultimately adapt itself in a renewed equilibrium. If 
the changes are gradual and continuous the community 
may be in a permanent condition of fluctuation without 
ever reaching economic equilibrium at all. If for a 
period the stock of money continuously diminishes, 
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precisely the same causes will be at work as in the 
period following a sudden diminution. Wages will 
cling to their customary rate until the stress of un- 
employment begins to drive them down ; they will 
follow the downward movement of money and prices 
at an interval ; and at last, when the movement of 
prices stops, there will be an accumulated weight of 
unemployment only to be relieved by a continuance of 
the movement of wages. We are not for the moment 
concerned with the possible causes of changes, continu- 
ous or otherwise, in the stock of money ; but a reversal 
of the previous movement might take place, in the form 
of a gradual increase in the stock of money and in the 
scale of prices, before wages have faUen to the equilibrium 
point, and might swallow up the unemployed in a new 
era of increasing trade before the equilibrium point is 
ever reached. 

So far we have considered the effect of a contraction 
of the currency principally on the wage-eam^. Inci- 
dentally, however, we have touched upon capital. 

The capitalist, as we have seen, earns interest by 
providing labour-saving appliances. According to 
economic theory he selects for his operations that 
opening which will enable him to save the greatest 
amount of labour per annum with a given initial ex- 
penditure, i.e. to earn the greatest rate of interest. 
At any moment there will be a particular marginal 
or market rate of interest such that all enterprises 
promising a higher yield have already been seized upon, 
and it has not yet been worth while to undertake any 
enterprise whose promised yield is lower. In the per- 
fectly stable community, capital is renewed re- 
placed but never extended. There will in any y^r be 
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a constant amount of new investment replacing an 
equal amount of industrial failure^ and the rate of 
interest will be constant. If the monetary equilibrium 
in such a country is disturbed, the movement will end, 
as already described, after a greater or less interval of 
time, in a state of equilibrium on a new scale of incomes 
and prices, but with the whole system of production 
and distribution very nearly unchanged. 

In this new condition of equilibrium the market rate 
of interest, dcjxjnding as it does upon the physical 
qualities of the various labour-saving contrivances in 
use, will presumably Ije the same as before the change. 
But in tlie interval of adaptation the rale of interest 
will be modified. 

For^ consider any project for investment at a time 
when there is a general tendency for the prices of com- 
modities to fall. If the rate of interest under stable 
conditions is 4 per cent, then any new equipment of 
fixed capital which cost £10,000 would, so long as the 
stable conditions continue, save labour to the value of 
£400 per annum. But if the prices of commodities are 
falling at the rate of 2 jier cent {x?r annum, then after 
one year the fixed capital will be worth only £9800, and 
the labour saved will Ijc worth only £092 j>er annum. 
Suppose that the fall of prices is ex[>ected to continue 
for two years so that the total fall is cx|)cctcd to be 4 |x?r 
cent. Then a man who invests £10,000 in this way will 
expect to receive £892 a year hence, and in the second 
and every subsequent year £884 8s. 2d.* He will, in 

* The theoiy indicated in the folbwin^ para^rafihx has lietn ckaifiy 
and flail/ csxpUUied by Pmf. IrviiiK Kiilicr in his book Tk$ UaH aj 

* le. iSSf Imi t per cent 
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fact, get very little over £884 a year by way of interest 
on his £10,000. If, therefore, he wished to lend the 
£10,000 to some one else, instead of himself expending 
it on the provision of fixed capital, 4 per cent would be 
too high a rate of interest for the borrower to offer him. 
Competition always tends to make the rate of interest 
prevailing in the market equal to the actual yield 
expected from the use of money in business. This under 
the conditions assumed has fallen to £8 17s. per cent, or 
thereabouts, and a security yielding a fixed £4 in 
perpetuity would be worth nearly £104. 

The foregoing applies to jiernianent investment. 
Business, however, involves a certain amount of tem- 
porary borrowing, A sum of money is borrowed for a 
specified period of a few months, weeks, or even days, 
at the end of which it is repaid. The rate of interest 
charged in such a transaction calculated at a rate per 
cent per annum would, under stable conditions, be 
exactly equal to the rate of interest for permanent 
investments. But when the prices of comnuSities are 
falling this ceases to be the case. If the rate of interest 
under stable conditions is 4 per cent and prices are 
falling at the rate of 2 per cent, then a man who borrows 
£100 for six months and pays interest at 4 per cent will 
be a loser. For not only will he pay £2 by way of interest 
(4 per cent for half a year), but he will have to repay the 
capital of £100, though the goods bought with it will 
have sunk in value to only £99. In fact, the transao 
tion will have cost him £8, or 6 per cent per annum on 
his capital. To redress this the rate of interest offered 
for loans must fall to 2 per cent per annum. Accord* 
ingly the effect of the falling prices of commodities is far 
greater on the rate of interest for temporary loans than 



4e GOOD AND BAD TRADE 

^on that for permanent investments. Indeed, the rate 
of interest on permanent investments would not drop 
to 2 per cent unless the fall of prices by 2 per cent per 
annum were ex[>ected to continue in pcrjxjtuity. Tlie 
fall is ex|)ected to outlast the period of a short loan, 
and so the rate of interest for that j)eriod is diminished 
by the whole 2 per cent. The fixed capital purchased 
may be regarded as yielding 2 per cent per annum for 
the first two years, during which there is a loss through 
depreciation of the market value of the plant to set 
against the gross yield, and 4 |>er cent thereafter. Thus 
in one sense the permanent and temporary investments 
still yield the same rate per cent, but the rate on the 
former is variable and will rise to its old level some time 
after the period of the latter has expired. 

Of course this is all a matter of abstract thcor>'. 
Borrowers and lenders do not take the future purchas- 
ing power of money into consideration when they settle 
the rate of interest. But any useful examination of 
the practical l)earings of this theory must lie |X)stponed 
to the next chapter, when the inclusion of a banking 
system in our hy|>otheses will bring our investigations 
into closer approximation to reality. 

It may he objected that even in theory, on the assump- 
tions made, the ordinary profits of business have already 
been greatly diminished or even wiped out by the loss 
of purchasing power and failure of demand. No doubt 
this is so, so far as the profits yielded by existing fixed 
capital are concerned. And it is also true that there 
will be little or no investment in new cnterpriics for 
increasing the output of commodities. The existing 
equipment of capital is insufficiently employed in meet* 
ing the diminished demand, and there is no use in adding 
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to it until the demand for commodities has revived? 
Under the stable conditions assumed capital is renewed 
and replaced, but never extended. This need not mean 
that there arc no new enterprises at all, but that the 
new enterprises will only just be sufficient to replace 
the failures. When the contraction of the currency 
occurs and profits vanish, the starting of new enter- 
prises will he intetwpted and the total quantity of 
capital in use will diminish. But this does not mean 
that the provision of new capital in industry ceases 
altogether. For capital is primarily a means of saving 
labour, and so long as labour is employed at all, labour- 
saving contrivances will fulfil their function, whether they 
are used to increase output or to diminish the wages bill. 

Thus low profits are associated with flagging demand 
in two quite distinct ways. On the one hand, the profits 
on existing capital are encroached upon through wages 
resisting the fall which the failure of demand requires. 
On the other, the profits on any new investment in which 
the money value of the original capital is toT)e main- 
tained unimpaired are diminished. It is by the profits 
on new investments that the market rate of interest is 
governed. Once fixed capital has been created it can 
be used for no other purpose than that for which it was 
designed, and its sole value lies in its future yield. But 
while it is only projected, it may still be abandoned and 
the labour necessary for its creation can be applied to 
some other purpose. So long as this is possible the 
action of the investor will be guided by a comparison of 
the first cost with the future yield, and it is from that 
comparison that he arrives at a rate of interest, A 
transaction in which the first cost is no longer a factor 
will not directly affect the rate of interest. A man may 
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pay a capital sum for a business ready equipped with 
capital, but the rate of interest assumed for the purpose 
of the transaction will really be based on the possible 
yield obtainable from alternative investments. Indeed, 
probably the seller intends to lay out the purchase 
price in one of these alternative investments. Accord- 
in| to theory, then, the prevailing rate of interest should 
be the rate which existed before the disturbance, as 
modified by the falling prices of commodities. 

To complete the survey of the consequences of a con- 
traction of the currency it is necessary to refer to the 
question of how mueli money will l)e available for in- 
vestment. In other words, what will be the effect on 
saving ? At the beginning there is a general depletion 
of cash balances. It must be remembered that the 
savings applied to investment are usually surpluses 
periodically taken out of growing cash balances. These 
surpluses will for the moment l>e less than they would 
otherwise have been. In the case of a |>crson with a 
fixed income the rate at which the cash balance grows 
will be the same as before the contraction, and he will 
soon begin to accumulate savings at his usual rate. A 
person with a variable income will find his income 
permanently diminished, and he will take time to adapt 
his habits to bis changed circumstances. If he thought 
it worth while to save before, however, he will probably 
think it worth while to save still. As prices fall and 
profits are restored he will again find himself in a posi- 
tion to accumulate a surplus on his cash balance. But 
in the interval liis savings will have been continued at a 
much duninished rate, if not altogether suspended, 
or he may even have drawn upon his accumulated wealth 
to meet his trade losses. 
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Employees will fall into two classes, those who re- 
main in employment and who, as retail prices fall more 
quickly than wages and salaries, may even find that 
their cash balances grow more quickly than before, and 
those who, falling out of employment for a longer or a 
shorter time, are compelled to draw upon past savings 
or to run into debt. The net result is that savings are 
perceptibly less than in normal times. 

The effects of a sudden expansion of the circulating 
medium may be investigated in precisely the same 
manner as those of a sudden contraction. People find 
themselves one day with more money in hand than they 
expected. Each proceeds to spend his surplus, some 
using it to meet wants and desires which must otherwise 
have remained unsatisfied, others investing it or using 
it to increase their stock of permanent property. In 
any case the money is applied to the purchase of com- 
modities or services, and the surplus is merely trans- 
ferred from the buyer to the seller. So long as the sc^e 
of incomes remains unchanged, commercial equilibrium 
is disturbed ; whoever possesses a share of the surplus 
proceeds at once to get rid of it. Thus the number of 
purchases per day is above the normal. The stocks of 
the retailers begin to be depleted. The retailers give 
increased orders to the producers, who in turn take what 
measures they can to increase their output. If economic 
conditions have hitherto been stable, and if the rate of 
wages has been in harmony with market conditions, 
there will be no large reserve of unemployed labour to 
draw upon for this purpose. But there will presumably 
be efficient men temporarily unemployed between one 
job and the next, and inefficient men chronically under- 
employed, besides veterans who are too old to continue 
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in work, and youths who are hardly old enough to begin. 
There will thus in any case be a reserve of a sort, which 
can be drawn upon by any employer who is willing to 
take special pains to seek for it, or who can afford to pay 
wages for labour which is not fully effective. The sudden 
acceleration of purchases will make it worth an employer's 
while to take these steps. It will also l)c possible 
for him, at any rate as a tem|X)rary expedient, to set 
his men to work overtime. But on the assumptions we 
have made, excluding as they do the case where n 
period of expansion immediately succeeds a period of 
contraction and inherits (herefrom a burden of unem- 
ployment, the possible extension of the productive 
capacity of the community would not l)c very great. 
The retailers being unable to obtain the execution of 
their orders for new goods without a considerable and 
increasing delay, could only protect their stocks from 
depletion by raising retail prices, and at the same time 
they would lx: prepared to pay increased whole.sale 
prices to the producers. When the rise of retail prices 
has so far checked the increase in demand that the 
producers can meet it, a state of temporary equilib- 
rium will have been reached. Incomes, so far as they 
are variable, will have lx*cn increased by the increased 
profits of business, and the corres|K)nding increase in 
cash balances will have used up the expanded currency. 
But there is, so far, nothing in all this process to affect 
the remuneration of lalK)ur, except the employment of 
the few additional hands who art* obtainable. 

In the normal condition of a stable society, a certain 
number of businessc.s would always be failing, and new 
businesses would be filling their places. At a period of 
expansion, however, many, if not all, of the businesses 



A MONETARY DISTURBANCE ^ 51 

which would otherwise be failing are enabled to earn 
some profits and to keep their heads above water. 

The new businesses will not find the usual supply of 
hands cast adrift by the failures, and they will have to 
compete with the existing businesses to provide them- 
selves with labour. Here is an influence tending to 
increase the rate of wages. So long as money wages 
remain at their old level, whoever has the privilege of 
employing labour receives an abnormal rate of profit, 
above the actual value of his own services and the 
labour-saving virtues of his capital and land. While 
this continues he is in the position of getting something 
for nothing out of his employees, and it will be to the 
interest of his rivals in business to entice away his men 
by offering them a little more. As a matter of fact, it is 
not always possible to induce a workman to leave his 
employment merely by offering him a higher wage, and 
therefore it may take a considerable time for this in- 
fluence in the direction of higher wages to take eff<«t. 
But the influence exists, and, until it is worked out, 
economic equilibrium will not be restored. 

It is necessary to consider what, in the meanwhile, is 
happening to the profits of capital. The increase in the 
amount of money in hand causes, as has been seen, an 
increase in the amount of money spent on commodi- 
ties in a given period of time, and in particular causes an 
increase in the amount spent on the provision of capital 
or, in other words, invested. 

But an increase in the amount of money to be spent 
in investment does not necessarily of itself affect the 
rate of interest. The amount annually invested in any 
community represents a very modest proportion indeed 
of the total capital already existing, and the effect of 
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one year’s investments, be they great or small, in de- 
pressing the rate of interest is very slight. The rate of 
interest will measure the actual return which may 
reasonably be anticipated from the most favourable 
investments still remaining open; the investors, how- 
ever much money they may wish to invest, need not 
accept less ; however little, cannot exact more. 

Now% as just explained, to any one engaged in business 
the interval between the first inllation of the currency 
and the final adaptation of the rate of wages is excep- 
tionally profitable. Tlie income account for tliat 
period will value the receipts at the enhanced prices 
then prevailing, while among the dislnirsements, though 
the cost of materials will have risen, the cost of lalx>ur 
will be initially low and will only rise gradually. 

But this extra profit accrues to the owner of a business 
not in his cajiacity as a capitalist, but in his capacity 
as an employer of lalxjur. It is a consequence of the 
willingness of his men to continue working at a wage 
which, through the fall in the value of money, has 
become less than the economic price of their lalx)ur. 
Probably it is not oi)en to a man who is starting a new 
enterprise to get this extra profit, or at any rate to gel 
the whole of it ; for he will find diflicultics in obtaining 
a supply of labour, all the regular workmen being 
already employed in the existing enterprises. 

But though the abnormal profits due to the prices of 
commodities outstripping that of labour will liave but 
little effect on new investments, the market rate of 
interest for short loans will \k subject to influences 
similar in kind and contrary in effect to those which 
lower the rate during a |>criod of depression. 

A man who has borruwetl, say, £10,000 for the purjMisc 
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of increasing or improving the plant of his business will 
find, when the time comes for repaying that amount, 
that the additional plant which he has set up is worth 
more than £10,000. Suppose, for instance, that the 
money is borrowed for six months during which prices 
appreciate 1 per cent, and that, if prices were steady, 
he would have found it worth while to borrow at 4 per 
cent per annum, or £200 for the six months. Then in 
consequence of the rise of prices his plant will be worth 
£10,100 at the end of the six months and he will have 
obtained profits in addition sufficient to meet the half- 
year’s interest of £200. He can therefore afford to pay 
£300 on account of interest, or C per cent per annum. 

And here, as before, the effect on the rate of interest 
for permanent investments is relatively small. If the 
rate of interest is expected to be raised for two years to 
come from a normal rate of 4 to 6 per cent by the force 
of rising prices, a perpetual annuity of £4 will be worth 
only about £96, representing a yield of about £4»8s. 

' per cent. 

The outcome of this chapter is that we have followed 
out to its consequences an arbitrary discontinuous 
change in the quantity of money in an economic organ- 
isation which has been assumed to be in certain ways 
arbitrarily simplified. The consequences revealed corre- 
spond remarkably with the well-known characteristics 
of actual trade fluctuations. On the one hand, a con- 
traction of the currency has been shown to occasion 
the slackening of demand for all classes of commodities, 
the fall of prices, the lack of employment, the shrinkage 
of profits, and the low rate of interest which are the 
concomitants of a trade depression. On the other hand, 
an increase of the currency has been shown to lead to a 
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stimulation of demand, a rise of prices, a high demand 
for labour, inflated profits, and a high rate of interest, 
all of which are the symptoms of active trade. Our 
assumptions are too narrow' and artificial, however, for 
us to draw any useful conclusions as yet, and in the next 
chapter we shall take a further step towards giving 
reality to the argument. 



VI 


A MONETARY DISTURBANCE IN AN ISOLATED 
COMMUNITY WITH A BANKING SYSTEM 

Hitherto we have considered the problem of fluctua- 
tions in a highly abstract and artificial community- 
one in which there are no banks and no foreign trade. 
In order to bring the theory adopted into line with 
actual conditions it is necessary to examine the effect 
of these two complications in modifying our conclusions. 

It will be convenient, first, to deal with the banking 
system, and for the present still to ignore all inter- 
national influences. The part played by a banking 
system in relation to the working balances of money 
held by the individual members of the community lias 
been briefly explained above. The bank has received 
various sums from its depositors and is permanently 
under the obligation of repaying those sums on demand. 
That obligation may be represented either by a bank- 
note for the sum deposited, or by an account between 
the depositor and the bank, conferring upon the 
depositor the right of drawing cheques, or, in other 
words, of instructing the bank to pay money either to 
himself or to some third person. 

For the present we will assume, for the sake of 
simplicity, that the banker’s obligations are repre- 
sented by deposits and not by notes. To be in a 
position to discharge its liabilities the bank need not 

95 
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retain in the form of legal tender currency all the money 
which it has received. Provided a }K)rtion is retained 
sufficient to meet all reasonably probable demands for 
cash, the remainder can be cither invested, or as is more 
usually done, lent for a moderate and definite }:»criod, 
which may be a few days or several months. We are 
not here considering the sudden creation of a banking 
system in a country where there has hitherto been none, 
and we need not therefore imagine a banker tying up 
judicious proportions of his gold in a bag and setting 
out to look for a borrower. We may assume a comj>lcte 
banking system in full working order, with a nicely 
adjusted system of reserves, based on long and carefully 
sifted experience. In such a banking system there is no 
necessary connexion between the total of the dejwsits 
and the amount of coin which has been paid to tlic 
banks. A banker may at any time grant a customer a 
loan by simply adding to the balance standing to the 
customer’s credit in the iHMjks of the bank. No cash 
passes, but the customer aeejuires the right, during the 
currcne\' of the loan, to draw cheques on the bank up to 
the amount lent. When the period of the loan cx[)ires, 
if the customer has a large enough balance to his credit, 
the loan can be repaid without any cash being employed, 
the amount of the loan being simply deducted from the 
balance. So long as the loan is outstanding it repre- 
sents a clear addition to the available stock of “ money,” 
in the sen.se of purchasing jiowcr. It is ” money ” in 
this sense which will play, in a community [)Osse.ssing 
banks, the same part as money in the stricter sense of 
legal tender currency would play in the fictitious 
Imnkless community whose commercial conditions wc 
liave previously been considering. This is the most 
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distinctive feature of the banking system, that between 
the stock of legal tender currency and the trading com- 
munity there is interposed an intermediary^ the banker, 
who can, if he wishes, create money out of nothing. 
We have now to find out how this functionary uses his 
power and under what limitations he works. Some- 
thing has already been said of the contingencies for 
w^hieh he must provide. Whenever he grants a loan 
and thereby creates money, he must expect a certain 
portion of this money to be applied, sooner or later, to 
purposes for which legal tender currency is necessary'. 
Sums will be drawm out from time to time to be spent 
either in wages or in small purchases, and the currency 
so applied w^ill take a little time to find its way back 
to the banks. Large purchases will be paid for by 
cheque, involving a mere transfer of credit from one 
banking account to another, but the recipient of the 
cheque may w'ish to apply it to the payment of wages, 
etc. Thus the principal limitation upon the ba«ker s 
freedom to create money is that he must have a reserve 
to meet the fresh demands for cash to which the 
creation of new* money may lead. 

He will as a rule, at any time, have in hand a sufficient 
balance of legal tender currency to support his out- 
standing liabilities. If his customers diminish this 
balance by drawing out more cash than they pay in, he 
will find himself with less than a sufficient balance, and 
he will endeavour to diminish corresjxindingly his 
outstanding liabilities ; that is to say, he will be more 
reluctant to grant new loans or to renew’ existing loans 
when they fall due. If, on the other Iiand, his cash 
balance increases, he will be in a jxisition to increase 
his loans correspondingly. 
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In trade a seller encotdaages or discourages buyers by 
lowering or raising his prices. So a banker encourages 
or discourages borrowef^i by lowering or raising the rate 
of interest. If he raises the rate of interest, some 
intending borrowers will find the profits which they 
expect to realise from using the l)orroweil money 
insufficient to pay the interest, and it will no longer be 
profitable to them to Ixirrow. If he lowers the rate of 
interest, some enterprises which would have involved a 
net loss or an insufficient |)rofit at the old rate will 
become profitable. 

It is clear that the interdependence of the rate of 
interest and the total amount of credit money in 
existence necessitates a complete reconsideration of the 
effects of a change in the slock of legal tender money. 
For simplicity wc will set out as Ixdore by studying the 
effects of the arbitrary withdrawal from circulation of a 
portion of the currency, and wc will suppose this to 
occur in a community the commercial and industrial 
conditions of which have hitherto Uen absolutely 
stable. The currenc) may Ik assuinetl, as tKfore, to be 
inconvertible paper or token coinage, so that there is 
no free and automatic supply of fresh currency to be 
drawn upon when a portion is withdrawn. 

The first effect of the contraction of the cur. ncy is 
that the working balance of cash in the hands t indi- 
vidual members of the eommunity will Ik diiiuntshed. 
The precise profKirtion in which this diminution is 
sliared iKtwccn bankers and other jKOfile does not 
matter, for those who have banking iimmnts will 
quickly draw out enough cash to restore their working 
balances. As soon as this process is completed wc have 
two effects; first, that the greater part, indeed praeti- 
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cally the whole* of the currency withdraw* comes out 
of the banks’ reserv'cs, and secondly, that the total 
amount of purchasing powder in the community (i.e. 
currency in circulation plus bank balances) is diminished 
by the amount of currency withdrawn. One conse- 
quence of the existence of a banking system is that a 
given diminution in the stock of currency produces at 
this stage much less than a proportional diminution in 
the total of purchasing power. For example, if the 
total of purchasing power be £1,000,000,000 and the 
total of currency in circulation and in reserve 
£250,000,000, a 10 per cent reduction of the currency 
will initially involve only a 2| per cent reduction 
in purchasing power ; the currency will become 
£225,000,000 and the purchasing power £975,000,000. 
If this could continue as a permanent condition, the 
extent of the trade depression and all other fluctua- 
tions would be very much diminished, but, of course, 
this result is only attained by a depletion of the t^ks* 
reserves below the level demanded by their liabilities. 
This the bankers cannot acquiesce in, and they will 
proceed to restore their reserves by discouraging 
borrowers, and in particular by raising the rates of 
interest which they charge for loans. In a stable 
community there will, of course, be a stable market rate 
of interest, but the mere diminution of purchasing 
power will of itself, in the manner previously explained, 
tend slightly to lower the market rate. For this is one of 
the concomitant effects of a trade depression, and the 
diminution of purchasing power, so far as it goes, will 
begin to produce a depression even before the supply 
of credit money bas been affected. But until the 
bankers interfere, the depression is relatively small and 
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probably ut>rks slowly. The bankers’ action is the first 
imjwrtant development. The bankers raise the rate of 
interest in order to restore their reserves. The actual 
effects of this step require to be considered in some 
detail. For this pur|X)se a somewhat more detailed 
investigation of the manner in which business is financed 
is necessary. 

The business of production is carried on from day 
to day, and the expenses accrue continuously. The 
business of retailing is likewise carried on from day to 
day, and the receipts accrue continuously. Between 
these two processes, however, there ordinarily inter- 
vene the stages of transjwrtation, wholesale dealing, 
etc., in which the goods can only be economically dealt 
with in large quantities. As wc have already seen, the 
financing of business consists primarily in providing the 
necessary working balances of money to enable these 
successive processes to be conveniently dovetailed 
together, and the greater portion of a banker’s loans is 
composed of advances for this pur|>osc. He advances 
money to the producer for the payment of wages in 
anticipation of the money which will lx: received from 
the wholesale dealer for the finished product, and which 
will enable the producer to repay all the advances in a 
single sum. He advances money to the retailer to buy 
a consigmnent of goods from the wholesale dealer, and 
receives refmyment jicrhups in instalments, more or 
less as the goods come to l)c dispose<l of to customers. 
The varying circumstances of different kinds of business 
give rise, of course, to corresjjonding varieties in their 
financial needs, but fundamentally the function of the 
banker ns a lender is to enable his customers to avoid 
aceumuiatiiig di.spro|»ortioiiately large balances for 
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some time before large disbursements or after large 
receipts. 

The financial needs of any given business will be 
greater or less according as its output grows greater or 
less. If a man receives a larger order than usual he will 
have to make corres{X)ndingly larger payments for raw 
materials, wages, etc., in the interval l3efore the goods 
are delivered, and will want to borrow proportionately 
more from his banker. Conversely, if he has less work 
on hand than usual he will ask less accommodation 
from his banker. 

We are now supposing that the banker wishes to 
discourage borrowers, and for that purpose raises the 
rate of interest. It may be pointed out that, within 
limits, a banker can restrict loans directly by refusing 
to lend at all for the more speculative enterprises 
submitted to him, but in practice such action is hardly 
applicable except to new' departures. If a customer 
established in business presses for a loan to eaifj' on 
operations on the same scale as before, the banker 
would not ordinarily refuse. Thus, as against borrowers 
in legitimate business, the banker’s weapon is the rate 
of interest. He will lend as readily as before to 
customers of good credit, but will make a higher charge 
for the money lent. 

What precise effect will this rise in the rate of interest 
have on the borrowers ? The two principal classes of 
borrowers are the producers and the dealers. The 
})roducers will, of course, find the cost of production of 
commodities slightly increased. A manufacturer who 
receives an order from a wholesale dealer will quote a 
slightly higher price in order to cover this extra cost. 
If this rise in wholesale prices is reflected in retail prices 
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there will be some slackening of demand, since the 
national purchasing jwwer remains unchanged. But, 
in general, clianges in the rate of interest such as wc 
are considering are too small to affect retail prices 
immediately. The dealers would [irobably, in the first 
instance, pay the increased price to tljc producers with- 
out disturbing retail j)rices at all. 

Bui Ih^ dealers themselves will be influenced by the 
rate of interest. One of the special functions of a 
d^paler is to keep a stock or “ working balance ” of the 
gdods in which he deals. This is necessary to enable 
him to meet the varied needs of his customers without 
delay. Now a dealer Ixirrows money to buy goods, and 
repays the money as the gmids are sold, ( onscqucntly 
when his stocks are large his indebtedness to his banker 
will Ik* corrcs|K>ndingly large. The extent of the stocks 
which he sees fit to kec*|) wilj^bc laisad on exjK*rience, but 
can, of course, Ik* varied within fairly wide limits 
without much risk of inconvenience. When the rate of 
interest goes up he will Ik? anxious to reduce his in- 
debtedness, so far as he can, without incurring serious 
inconvenience. He can reduce his indcbtcdnes.s if he 
can reduce his stocks of goods, and he can reduce his 
stocks of goods by merely delaying replenishment when 
they are sold. But the orders received by manufacturers 
come frdito the dealers wlio want to re|)leni!ih their 
stocks. Consequently the manufacturers will at once 
find that the3^are receiving fewer and smaller orders. 
The money which the dealers would otherwise have 
been using to pay the manufacturers for goods, they are 
using to extinguish their indebtedness to their bankers. 
The ^ect, from the ijoinl of view of the manufaeturer, 
is very nearly the same as that which was sfiown in the 
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last chapter to ensue u{>on a contraction of the currency 
in a country without banks. That is to say, he experi- 
ences a slackening of demand, and in order to relieve 
the resulting restriction of output he lowers prices so 
far as the existing expenses of production will pemiit. 
This lowering of prices will enable the dealers to lower 
retail prices, a measure w Inch would ordinarily stii^ulate 
demand. But in the meanwhile the reductiog of Mocks 
by the dealers and the restriction of output by the 
producers will have Ijcen accompanied by a diminut^n 
of the indebtedness of both producers and dealers to 
the banks, and this diminution of the bankers’ assets 
will have been accompanied by a diminution in their 
liabilities, i.e. in the supply of credit money. The 
balances of money in the hands of the public are there- 
fore decreasing, and the superstructure of incomes 
erected thereon is simultaneously shrinking. 

The result is tliat as fast as the dealers reduce their 
stocks at one end by retarding the process of repl^ish- 
ment, they find that their stocks accumulate at the 
other end in consequence of a flagging of the demand 
from the consumer. Their stocks, therefore, are on de 
whole depleted little, if at all, but there is a continuous 
decline of both wholesale and retail prices of com- 
modities, and this decline of prices, involving a fall in 
the money value of a given stock of good4 helps to 
maintain the decrease of indebtedness, and therefore of 
credit money. 

And other tendencies will be contributing towards the 
same result. Any one who intends to undertake any 
industrial or commercial enterprise, involving, as such 
enterprises almost invariably do, the borroivkiig of 
money, will be inclined to jmstpone the commencement 
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of operations until money can be borrowed on more 
favourable terms. Extensions, renewals, or even 
repairs of plant can Ik* jK)st|K)ne(l for a few weeks or a 
few months. Company promoters will wait till money 
is easier lK?fore they launch their ventures. In fact, 
every one will \ye unwilling to borrow at 0 per cent, 
if he can wait without inconvenience till he can lx)rrow 
at 8, And, of course, a high rate of interest im|)osed 
for the express pur|K)se of restoring the bankers’ 
reserves will necessarily be a tem|)orary measure. 
But all this means a curtailment of expenditure. A 
curtailment of one man’s cx|K'n(liture means a curtail- 
ment of another man’s receipts, and so there arises a 
still further restriction of out [ml. The process differs 
from tliat deserilx*d in the last ehaj>tcr ehiefly in Ixing 
more gradual. The diminution in the stock of money, 
instead of ocTurring suddenly, is caused progressively 
by the action of the trading world under the innuenec 
of the high rate of interest. It should lx observed, 
however, that the slackening of the dealers’ orders to 
manufacturers is caused in the first iristance not by tlic 
diminution of purchasing |KJwer, but directly by the 
high rate of interest, which discourages the accumula- 
tion of stocks. 

The high rate of interest will continue until the 
bankers aie satisfied that their liabilities in the form of 
credit money (i.e. to pay cash on demand) are no longer 
excessive in proportion to their reserves of cash. When 
this siage has been reached the rate of interest can lx 
reduo^ again. But there is still much to be gone 
through before the normal progress of business can lx 
resunicd* Througliout the |xriod of high interest there 
has been a progressive restriction of output and fall of 
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prices. The same pressure of ^distress that we found to 
operate in the case dealt with in the last chapter will 
have been at work. The working classes will have been 
under-employed and there will be a tendency towards 
the fall of wages. But this tendency will presumably 
not have had its full effect. Production, and therefore 
employment, will still be below the normal. In the 
succeeding stages, however, there will be no further 
reduction in the supply of money. The bankers have 
restored their reserves and are satisfied. The circum- 
stances, therefore, resemble those which arise in the 
corresponding stages in a community without banks. 
The aggregate of purchasing power is on the reduced 
scale corresponding to the reduced stock of money ; the 
productive resources of the community will not be 
fully employed until the level of prices is reduced in the 
same proportion ; prices cannot be reduced until the 
cost of production is sufficiently reduced ; and the cost 
of production can only be reduced as wages are redu?fed. 
Wages, therefore, are the key to the situation. The 
banks have only to see to it that their loans are kept 
at a constant level through the variations of output, of 
stocks, and of prices which will ensue. The demand for 
loans will not vary greatly, since output and prices will 
be moving in contrary directions. Practically the banks 
will only have to see to it that the rate ol interest 
charged coincides as closely as may be with the earning 
power of money in business. 

A new complication is introduced, however, into the 
theory of the rate of interest on short loans by the 
bankers’ manipulations, and some further examination 
is necessary to make the subject clear. 

In the absence of a banking system we found that two 
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distinct elements had to be taken into consideration in 
calcnlating the rate of interest. First, there was the 
rate which represented the actual labour-saving value 
of capital at the level of capitalisation reached by 
industry. This ratio of labour saved |)er annum to 
labour expended on first coet is a physical property of 
the capital actually in use, and under perfectly stable 
monetary conditions is equal to the market rate of 
interest. It may be conveniently termed the natural 
rate.” But, secondly, where monetary conditions are 
not stable, the market rate diverges from the natural 
rate according to the tendency of prices. VVlien prices 
are rising the market rate is higher, and when falling 
lower, than the natural rate, and this divergence is due 
to the fact that the actual profits of business show 
under those conditions corrc.s|)onding movements. 

And now, thirdly, we find that where a banking 
system is in o|>erution the market rate does not even 
coincide with this second rate of interest, which, as it 
represents the true profits of business prevailing for the 
time l>eing, may be called the “ profit rate.” The 
market rate is in fact the bankers' rate, and is greater 
or less tban the [irofit rate, according as the bankers 
wish to discourage or encourage borrowing. This 
theory is somewhat complicated, and we have yet to 
face the problem, post|X)ned from the last eshapter, of 
how far a theory into which so abstract a concept as 
the purchasing power of money enters can give a true 
account of the actions of practiejj men. We have just 
shown that it is the draltm in goods, rather than the 
producers, who arc influenced by the bankers' manipula* 
tiofiji of the rate of interest. And this is so because llw 
dealertare holders of stocb of g<K»di, the cost of holding 
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which is directly and seriously affected by the rate of 
interest. But the cost of holding stocks of goods is 
affected just as directly and seriously by changes of 
price. If prices are falling a dealer will want to hasten 
his sales and delay his purchases ; if prices are rising he 
will want to delay his sales and hasten his purchases. 
In the former case he will decrease, in the latter he will 
increase his stocks. In the former so high a rate of 
interest will not be needed to induce him to curtail his 
borrowing as in the latter. In fact, if the cost of holding 
£10,000 worth of goods for six months is £200 it does 
not matter to the dealer w'hether this is made up of 
£100 interest at 2 per cent plus £100 on account of a 
fall of value from £10,000 to £9900, or whether it is made 
up of £300 interest at 6 per cent less £100 on account of 
a rise in value from £10,000 to £10,100. Consequently, 
for the banker’s purposes, a “high” rate of interest is 
one which is above the profit rate, and a “ low ” rate of 
interest is one which is below the profit rate, an^it is 
only when the rate of interest is equal to the profit rate 
that there is no tendency towards either an increase or 
decrease in temporary borrowing. In any of the three 
cases the rate of interest may be either above or below 
the natural rate. If the natural rate is 4 per cent and 
the profit rate in consequence of falling prices is only 
2 per cent, a market rate of 8 per cent is “ high,” and 
will result in a curtailment of borrowing. If prices are 
rising and the profit rate is 6 per cent, a market rate of 
6 per cent is “ low,” and will be compatible with an 
increased borrowing? 

In the case we are now considering we assumed the 
disturbance to be a departure from perfectly stable 
conditions, in which the market rate of interest would 
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be identical with the “ natural ’* rate. On the contrac- 
tion of the currency occurring the bankers raised the 
market rate above the natural rate. But at the same 
time the fall of prices l>egan, and there must conse- 
quently l>e a fall of tlie profit rate Ixdow the natural 
rate. As we now see, the market rate may actually 
fall below the natural rate, and so long as it remains 
above the profit rate it will still 1^ a “ high ” rate of 
interest. 

When the restoration of the bank reserves is com- 
pleted the market rate will drop down to ecjuality with 
the profit rate, and they will remain equal to one 
another and below the natural rate until the fall of 
prices has gone far enough to re-establish equilibrium. 

The restoration of the bank reserves is a process 
which calls for a little explanation. If, to return to the 
numerical illustration used alxive, the total sto<’k of 
legal tender currency is £250, (KH) .000 and the total of 
bankers’ loans is £750,000,000, and if the former is 
reduced suddenly by 10 |H*r cent, i.e. to £225,000,000, 
the total purchasing j)owcr in the community will 
at first be £075,000,000. If of the £250.000,000 
£100,000,000 was required for general circulation 
and £150,000,000 for bank reserves, then, with a total 
purchasing jxiwcr 2} per cent less, £07,500,(X)0 w ill l>e 
required for general circulation, leaving a reserve of 
only £127,500,000 to supjxirt the Imnkers’ loans of 
£750,000,000. The bankers must liave £150,000,000 to 
justify that amount of loans ; or they would be content 
with £127,500,000 if their loans were reduced to 
£087,500,000. 

They raise the rate of interest, witli the result that the 
total amount of loans outstanding is gradually reduced. 
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But this process results in less money being required 
for general circulation, so that the reserves at the same 
time show signs of increasing. For example, by the time 
the outstanding loans have been reduced to £700,000,000, 
and the total purchasing power to £925,000,000, the 
currency required for general circulation will be only 
£92,500,000 and the reserves will have risen to 
£182,500,000. Equilibrium will be finally restored 
when the loans have reached £675,000,000, the circula- 
tion £90,000,000, and the reserves £185,000,000. Thus 
the effect of the high rate of interest is both to reduce 
the outstanding loans and to increase the reserve.^ 

The problem of an inflation of the currency is affected 
by the existence of a banking system in somewhat the 
same way as that of a contraction. The immediate 
effect of an abrupt addition to the stock of money will 
be to raise the bank reserves above their previous level 
by, practically, the amount of money added. Tfifs, as 
constituting an addition to the total amount of pur- 
chasing power, will start an acceleration of purchases 
and an expansion of profits, but these phenomena will 
be on a restricted scale so long as the amount of bankers’ 
loans (which constitute the greater part of the available 
purchasing power) remains unchanged. 

The bankers, however, are no more willing than other 
people to keep larger stocks of cash than prudence 
requires. They will therefore be readier than before 
to grant loans, and will continue to be so until the 

* In these figures it has been assumed for the purposes of illustration 
that the cash in circulation necessarily bears a fixed projwrtion to the 
aggregate of credit money. At a later stage we shall find that in 
practice this is not the case, and that the failure of the cash in circula- 
tion to vary witli the aggregate of credit money is of great importance 
in the tlieory of fluctuations. 
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amount of outstanding loans has so increased that their 
reserves are no longer unnecessarily great. The proper 
procedure for this purpose would be to lower the rate 
of interest. But the profits of trade have already been 
stimulated, and the demand for loans at the old rate, 
which represented the old profits, will therefore in any 
case be greater. Even if the bankers continue to ask 
the same rates for loans as before, the aggregate amount 
of loans will grow steadily. Moreover, every day that 
an addition is made to the aggregate amount of bankers’ 
loans, that addition is being made to the aggregate 
amount of the community’s purchasing power, and is 
thus contributing to intensify the expansion of trade 
and to raise the profit rate of interest. There is no 
reason why the bankers should raise their rates up to 
the profit rate until the outstanding loans have so far 
expanded that the reserve of legal tender currency 
remaining in their hands is no longer more than suffi- 
cient. One of the most important features of a period 
of expansion, in contrast with one of contraction, is 
that the action of every one concerned is much less 
fettered in the former than in the latter, During a 
depression bankers are driven to exact higher rates for 
loans by the visible melting away of their reserves, 
manufacturers are driven to sacrifice their profits and 
turn their men adrift by a sheer inability to dispose of 
their goods, workmen are driven by stress of unemploy- 
ment to accept lower wages. But when trade is 
expanding a banker can take advantage of the rising 
rate of interest or of the more rapid extension of his 
loai^^ at the existing rate of interest as he chooses ; the 
w<^kman may not find out for, a long time that the 
market will, if pressed, yield him employment at higher 
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money wages ; and the' trader is glad enough to sit still 
and accept the high profits which fortune has given him. 
In general, as the aggregate of bankers’ loans gets 
within sight of the limit set by the available reserve, 
the bankers will begin to consider what steps they ought 
to take to prevent that limit being passed, and they will 
see to it that the rate of interest on loans is fixed at or 
near the profit rate. 

As in the case of a depression the adjustment of wages 
may be fast or slow, but cannot in any case be com- 
pleted until after the extension of the aggregate of 
bankers’ loans is completed. Until the adjustment of 
wages is completed the profit rate of interest (and 
therefore also the market rate) will be above the 
natural rate. 

Again, as in the case of a depression, the reserve will 
not remain constant while the amount of bankers’ loans 
is being adjusted. If initially the amount of legal 
tender currency is £250,000,000, of which £100,^00,000 
is in circulation and £150,000,000 in the bank reserves, 
and the amount of bankers’ loans is £750,000,000, and if 
the amount of legal tender currency is abruptly increased 
to £275,000,000, representing an increase of 10 per cent, 
then the amount of purchasing power will at first be 
increased from £1,000,000,000 to £1,025,000,000, an 
increase of 2J per cent only. The amount required for 
general circulation should increase in the same pro- 
portion to £102,500,000, leaving £172,50(^000 as a 
reserve to support loans to the amount of £750,000,000. 
As the loans grow the amount of currency demanded for 
general circulation will increase and the reserve will be 
diminished. Thus, when the outstanding loans iiave 
reached £800,000,000 the amount of purchasing power 
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Jlptift £l^l|0OO|OOO &nd the cmmty in drcuktbn 
I1O7,S0(MWO, so that the reserve wiU be only 
Finally equilibritun will be reached 
the loan%i^jare £825,000,000, the circulation 
1^110,000,000, and the reserve £165,000,000.^ 

‘ See footnote on p. 69. 



vn 


OMGIKATION OF MOKETARY DISTURBANCES IN AN 
ISOLATED COMMUNITY 

Ik the last two chapters we have postulated a perfectly 
arbitrary change in the quantity of legal tender cur- 
rency in circulation. However closely the consequences 
traced from such an arbitrary change may correspond 
with the phenomena we have set out to explain, we 
liave accomplished nothing till we have shown tluit 
causes which will lead to those coniequet^ces actually 
occur. With the general problem of how trade fluctua- 
tions arc generated we cannot cojKJ satisfactorily till we 
have extended our field of inquiry to include an inter- 
national system with the multifarious economic inititu- 
inm which are to he found in the actual world. 

mt the present stage, howes^cr, it is already possible to 
make a preliminary survey of the causes of fluctuations 
with the advantage of an artifleial simplification of 
the problem. And at the outset it must \>e recognised 
that arbitrar)^ changes in the quantity of legal tender 
currency in circulation cannot be of much practical 
importance. Such changes rarely occur. All the great 
coramercial countries of the world use gold currcndei, 
and in a gold currency arbitrary changes cannot occur 
at ail. Gradual changes in the supply of gold do occur, 
but, tliough they arc of considerable importance in the 
theory' of trade fluctuations, as will be shown in a subsc- 
7S 
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quctjt chapter, they arc not sudden enough to produce 
the effects elucidated in the preceding chapters. 

But what we arc looking for i« the origination of 
changes not necessarily in the quantity of legal tender 
currency, l>ui in the quantity of purchasing power, 
which is based on the quantity of credit money. A 
change in the quantity of credit money will serve our 
purjKisc even if it is not liase<l on a corresponding 
diangc in the quantity of legal tender currency. For 
example, if the hankers suddenly came to the eonclu- 
sion that the profxjrtion of reserves to liabilities pre- 
viously tnainlaincd was tcK» low, and decided to increase 
it, this wouhl necessitate a reduction in defx>sits exactly 
similar to the reduction whicli in the last chapter we 
opposed them to make in consequence of a reduction 
in the actual stock of legal tender currency. Or there 
might be casual variations in their reserves. These 
reserves simply consist of that portion of the existing 
mjiply of cash which happens for the moment not to 
he in the |K>ckets, tills, cashboxes, etc., of the public. 
The amount of money which any individual carries 
about wdth him at any lime is largely a matter of chance, 
and consequently there may very well be variations in 
the cash in drculatioii and therefore contrary varia- 
tions in the reserves, which arc really of the nature of 
casual fluctuations, or at any rate are not attributable 
to any cauae which t'ould ct)me within the bankers* 
cognisance. 

And here we must take note of two very important 
economic laws. First of all, wl»en the bankers have 
tints disturbed tiie course of trade owing to their failure 
to diagnose coneetly a casual increase in their reserves, 
the disturbance is always liable to be exaggerated in 
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ilie foUowiiig nmniier. We have ulreticly rettuirked Uiai 
when llie bankers are extending their loans, there is 
iheoretieaUy a simultaneous tendency towanls a diminu* 
tion of their reserves, for the increase in the aggregate 
of purchasing fiower denuinds a proportional increase 
in the currency in circulation. But in practice the 
increase in the circulation (and the decrease In the re* 
serves) will probably lag behind the increase in pur- 
chasing power. The additional loans are filiiccd by the 
bankers to the credit of the Iwrrowers, who intend 
presumably to employ the money in their business. As 
toon as the money begins to l>c used, cash begins to be 
drawn out against this credit. But cash is required 
mainly for the jaiynicnt of wages, and the increased 
profits of trade arc not at first accompanied by a pro- 
fjortkmal increase of wages. The incrensc of the eir* 
culatioii at the ex(>cnse of the reservis will tlierefore 
tie a gradual process sprcHii over the whole ihtervai 
between the first extension of tlie tmnkers’ loans ^nd 
the final adjustment of wages. First, the improvement 
ill employment, even before there is any increase of 
wages, will increase the total earnings of the working 
elasses, and' then, when wages have reached their 
limit, the cash in their hands wilt still go on accumulat* 
ifig for a time, lieforc tlic process of investment, through 
savings banks or otherwise, becomes sufficiently rapid 
to Uif up their savings as they accrue. Unless the 
bankox arc prepared for this development they will 
invariably find themselves bound, at the end of a period 
of active trade, to curtail their Joans again. And in a 
case where they have been misled by a casual increiit 
in their resenrci into relaxisif their terms for loans as 
if there were a permanent increase in the circulating 
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ttiedium, the subsequent recovery will be complicated 
by the same cause. The contrary^ prineij»le is alw) tnic» 
that when there is a contraction qj[ trade profits fall 
l)cfore wattes, and the banks reduce credit money more 
than is strictly nccc^ssary. 

Secondly, it is im|K)rlant to observe that whenever 
the prevailing rate of profit deviates from the rate of 
interest charged on loans the discrepancy lietween them 
at once tends to Ik* enlarged. If trade is for the moment 
stable and the market rate of interest is equal to the 
profit rate, niul if wc sup|»ose that by any cause the 
profit rate is sli^ditly increased, there will Ik* an increased 
demand for loans at the existing? market rate. But this 
incre*ascd demand for loans leads to an increase in the 
ajr^rrcgalc amount of purchnsinp jK^wer. wliich in turn 
still further increases the po>fil rate. This process will 
eontinuc with ever accelerated force until the bankers 
intervene to save their reserves by raising the rate of 
interest uj> to and al>ove tlie now enhanced pnifit rate. 
A parallel phenomenon occurs when the profit rale, 
througli some chance cause, drops l»clow the market 
rate ; the consequent curtailment of loans and so of 
purchasing jKiwer leads at once to n greater ami growing 
fall in [irofits, until the Imnkers intervene by reducing 
the rate of interest. It upjK-arv, therefore, that the 
equilibrium whidi the Imnkers have to maintain in 
fixing the rate of interest is essentially “ unstable,” in 
the sense that if the rate of interest deviates from its 
proj>er value by any amount, liowcvcr small, the 
deviation will tend to grow greater and greater until 
steps are taken to correct it. Tliis of itself shows that 
the money market must l>e sulijeet to fluctuations. A 
flag in a steady breeze could theoretically remain in 
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equiUbduin if it were spread out fierfeetly flat in tht 
exact direction of the brecite. But it can be shown 
mathernaticaily that that |>ositioi\ is “unstable,’' that 
if the flap dcvintw from it to any extent, however 
small, it will tend to deviate further. Consequently the 
ilaft flaps. 

The effect of these two prineiplcs in exaggerating any 
casual change in purchasing j>ower is really the funda* 
mental cause of fluctuations. Their oiH*mlion will lie 
dealt with more fully when we come to the general 
diseusjiion of the origination of fluctuations in the 
world as it is, and wc need not dwell further on them at 
present. 

There are, however, <»thrr econotiiie influences which 
at any rate affect even if they do not produce fluetua* 
tions. The state of trade, for example, i?. always held 
to Ik* very intimately relaleti with the state of credit. 
Tlie tendenry, indeed, is tt) exaggerate the importance 
of credit in the subject , hut tlint it has eonsideridulc 
im|Kirtance is not <»{)en to doubt. Cretlil money is 
c'om|K>sed of the obligat»»n» of bankers, and if a lianker 
eaiinot meet his obligittions the credit money dc|)en- 
dent ujK>n him is wholly or partly destroyed. Again, 
against his obligations the banker hold.H equivalent 
assets, together with a margin. These assets arc corn* 
{losed chiefly of two items, legal tender currency and 
bans to traders. The solvency of the banker will 
depend largely on the reality of these assets, and the 
value of the loans will dejiend in turn on the solvency 
of the Ijorroweri. 

The most effective method of securing loans is by the 
instnimenUlity of bibs. A dealer gives an order to a 
manufaeiuier for goods to the value of, say, £10,000, to 
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be^l^veradlitfottriiioiiUtt^ Tbemiiiitlielim 
the necessary raw material and enifdoy the n e c e s t a iy 
labour to produce the goodfi, and in order to do thii ht 
will wbh to borrow a sum of money comparable to the 
£10»000 which he b to receive. He draws a ImU for 
£10,000 payable four months hence on the dealer, and 
the dealer by '' accepting " the bill pledges his credit 
that the money will be forthcoming. When both the 
parties to the transaction have vouched lor it the 
manufacturer can take it to his banker and get the bill 
discounted," that is to say, he will receive the money 
ahown on the face of the bill, U*i interest up to the 
period when the bill falls due. The w*hole value of 
the manufacturer's efforts in producing the goods 
depends u}K>n there )>eing an effective demand for 
them when they are completed. It is only because the 
dealer anticipates that this effective deman^or them 
w'ill be forthcoming tliat he gives the nuSlbuTturer 
the order. The dealer, in fact, is taking the responsi- 
bility of saying how £10,000 worth of the productive 
capacity of the country shall be empbyed. The manu- 
facturer, in accepting the order, and the banker in dis- 
counting the bill, are both oidorsing the opinion of the 
dealer. The whole transaction is based ultimately mi an 
taqieetation of a future demand, whidi must be more or 
lets speculative. But the banker is doubly insured 
against the risk. Both the dealer and the manufacturer' 
are men of substance. If the dealer cannot dispose of 
the goods lor £10,000, he is prepared to bw the 
lost himself. He expects some of his jpntuies to fail, 
and otlmp to bring him more than ne counlod on. 
Tkkiiif the rough with the smooth he will puobobly 
make a profit. Even if now and then he fi^ that 
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om 1 perkKlM time lie has iuffeied aloae, lie fs^hlfy 
lias eulicieiit property to enable bini to meet Ike lom 
wilbotil failinif to meet his obligattoni to the maBa* 
faetuier. And if the dealer bctomai tnsolvent there ti 
still the manitlacturer to save the liatiker from lois. A 
maottfactuftr usually has a constderable quantity of 
fixed capital which would enable him to borrow on 
mortfage to meet such a liability. Where bills are not 
used a banker may lend on the sole credit of a dealer 
or manufaeliiier, retying on the value of the business 
to wbieh be lends as the ultimate security for the loan. 

Now if a contraction of credit money occurs* the 
coniequeni slackening of demand and fall in the prices 
of commodities will lead to a widespread disappointment 
of dealers* expectations. At such a time the weakest 
dealers are likely to fail altogether. Moreover, the 
credit of the manufacturers is also likely to be impaired* 
An in^fvlduai or a company in starting a mamifactur* 
ing bushiess would usually add to the capital they^n 
provide themselves, further sums borrowed in the form 
of debentures secured on the business and yielding a 
fixed rate of interest. The debenture interest being a 
first charge, only soeh part of the value of the busineii 
as eorresponds to the profits of the proprietor or share* 
iMddeii is avaflakk as the secondary security fot tim^ 
poiary loans. Bui when the general level of prices k 
falliiig , the vahie of the entire business will be faUtng 
also, while the debenture and other liabilities, bdng 
expressed in moocy. will remain unchanged, If the 
h nm mm is mgjm a year of which £7500 goes 

in fixed elimfes, and If the general level of prices falls 
5 per eent, the leeehfit wifi lidl to £9500. but, the fixed 
chaiges remainiiig the same, thf profits aecming to the 
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firopiktor or sbmboldm will drop tom £2500 to 
£2000, a (all of 20 per cent. Thus the amount of security 
which can be offered from this source to safeguard 
temporary loam is permanently diminished by 20 per 
cent, while the amount of temfwrary loans needed if 
diminished by only 5 {)cr cent. But this is not the wlmle 
story. For during the period of falling prices, the 
expenses of production resist the downward tendeney, 
and the profits are teni)X)rarily diminished and may be 
entirely obliterated or turned into an actual loss. A 
weak business caiuiot bear this strain, and tieing un- 
able to f>ay its debenture interest and having no furtlier 
assets on which to borrow, it will fail. If it is not re- 
constructed but ceases ojicrations altogether, that will 
of course contribute to the general diminution of out- 
put. Its inability to meet its engagements will at the 
same time inflict loss on the banks. But at pmsent we 
arc considering credit, and credit dcpcndisiiOn the 
expectation of future solvency. A business which is 
believed to be weak will have difliculty in borrowing, 
because bankers fear that it may fail. At a time of 
contracting trade the probability of any given business 
failing will be increased. At the same time the prob- 
ability of any particular venture for which it may 
desire to borrow resulting in a loss instead of a profit 
will likewise be increased. Consequently at such a 
time credit will be impaired, but this will be the co»- 
Hftienee, not the eaujt of the contracting trade. 

There is nevertheless some tendency for this cause 
also to exaggerate a contraction which has once begun. 
For the mere reluctance of the banks to lend decreases 
the quantity of credit money, independently of the 
decrease occasioned by the rise in the rate of interest. 
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Aui it mfty It Uwl mhok Ibt buili liftVi conitiltltd 
A iitl&eieiit ecmlnietliiii of ertdil monty And b#fr ilit 
rmte of ktercil to ilic Icvd of tbt profit imlt AgAin» yet 
lilt Amouiit of bills gmnted stUI vonitnues to dtcrtase. 

At A Itiue of expaiiding tndt tbt fixed chArgei will 
betotne bti and less burdensome on any bustneta, and 
tbt maifin a¥ailablt to pledge as security will tncrease. 
Bankeif will be more confident of the wolveney of would- 
bt borrowers than before* and their confidence en- 
tourages them to lend more freely. Their willingnaii to 
lend inmasts tlie quantity of credit money* indepen- 
dently of the increase induced by the rate of interest 
being bebw the profit rate. Here, however, the ten- 
dency to lend will not last lieyond the time when the 
banki tiive created as much cre<iit money as they think 
reasonable. For whereas a iMirik will not lend to a 
trader solvency is doubtful, even if its existing 
iiabtliilw art within the limit which it thinki prudent* 
yet it will be equally unwilling to lend to a trader of 
whose solvency it is satisfied if its liabilities are already 
up to that limit. 

We may now proceed to consider the credit of the 
banker himself. We have already seen that the banker's 
esUmate of the proper proportion of his reserve to his 
liabiblies b almost entirely empirical, and that an arbi- 
trary ebange tn the proporibn which he thinks fit to 
maintAin between them will carry with it an increase or 
decrease, as the case may be, in the available amount of 
pujchasing power in the community. If a banker really 
under-cstisiialcs the proper amount of reserve, and docs 
not eofftci bis estimate, be may find hsn^lf at a 
momesti of stiain with his reserve rapidly melting away 
and no prospect of the process coming to an end before 
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propdetor or sbareholdert will drop tom £2500 to 
£8000, a fall of 20 per cent. Thus the amount of security 
which can be offered from this source to safeguard 
temporary loans is ]icrmanent)y diminished by 20 per 
cent, while the amount of iemporar)^ loans needed is 
diminished l)y only 5 |)er cent. But this is not the whole 
•tory. For during the period of falling prices, the 
expenses of production resist the downward tendency, 
and the profits are tem{x)rarily diminished and may be 
entirely obliterated or turned into an actual loss. A 
weak business cannot bear this strain, and lieing un- 
able to ftay its debenture interest and having no furtlter 
assets on which to borrow, it w ill fail. If it is not re- 
constructed but ceases ofKrations altogether, that will 
of course contribute to the general diminution of out- 
put. Its inability to meet its engagements will at the 
same time inflict loss on the banks. But at pieaent we 
arc considering credit, and creilit dej^endJIon the 
expectation of future solvency. A business which is 
believed to be weak will have difliculty in borrowing, 
because bankers fear that it may fail. At a time of 
contracting trade the probability of any given business 
failing will be increased. At the same time the prob- 
ability of any {tarticular venture for which it may 
desire to borrow resulting in a loss instead of a profit 
will likewise be increased. Consequently at such a 
time credit will be im|>aired, but this will be the coii- 
Mgiiencr, not the cause of the contracting trade. 

There is nevertheless some tendency for this cause 
also to exaggerate a contraction which has once begun. 
For the mere reluctance of the banks to lend decreases 
the quantity of credit money, independently of the 
decrease occasioned by the rise in the rate of interest. 
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AM It may lit llial wlieti the btnla tuiirf eoiii|ilil<d 
a ftilBdent eonlractkiA of emIU moiity and b#ef tlic 
rale of inierttl to the level of the pfoht rale agaiii» yet 
Ihe amoiitit of bans granted still eonUnnes to decreaie. 

At a time of expanding trade the fixed charges will 
become lets and less biutlensome on any business, and 
the margin available to pledge as security will increase. 
Banketf will be more eonhdent of the nolvency of would- 
be liorfowen than before, and their confidence en- 
courages them to lend more freely. Tlieir willingness to 
lend increases the quantity of credit money, indepen- 
dently of the increase induced by the rate of interest 
being below the profit rale. Here, however, the ten- 
dency to lend will not last beyond the Ume when the 
banks have created as much credit money as they think 
reasonable, (or whereas a bank will not lend to a 
trader ||mse solvency is doubtful, even if its existing 
liabiliijil are within ihe limit which it think! prudent, 
yet it will be equally unwilling to lend to a trader of 
whose solvency it is satisfied if its liabilities arc already 
up to that limit. 

We may now proceed to consider the credit of the 
banker bimiell. We have already seen that the banker's 
esttmate of the proper proportion of his reserve to his 
liabilities is almost entirely empirical, and that an arbi- 
trary change in the proportion which he thinks fit to 
m ai n ta in between ihm will carry with it an increase or 
decrease, as the case may be, in the available amount of 
purchasing power in the community. If a banker really 
oader-estimalei the proper amount of reserve, and does 
not ooitect hk estimate, he may find himself at a 
momeiit of stimin with his rmerve rapidly meliiitg away 
and no prospect of the process comi^ to an end before 
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the resem iff exhatiffted. Hli naluial remedy is to 
borrow from other banks ; but this he can only do if 
they lielicvc his position to be sound. If they will not 
lend, he must try to curtail his loans. But if he has 
liecn lending imprudently, he will find that on his re- 
fusing to renew loans the borrowers will in some esues 
become luinkrupt and his money will he lost. It is 
just when a Irnnker has liecn lending imprudently that 
his fellowdiankcrs will refuse to lend to him, and thus 
the same mistake cuts him off simultaneously from the 
two poftsitiic remedies. Wtten a bank fails there is a 
cancellation of the whole amount of purchasing power 
represented by the loans outstanding at the moment of 
failure. The f>eople who have borrow'cd from the 
defunct bank must either borrow from the surviving 
banks to pay the loans liack as they fall due, or they 
must find the money hy economising their expgoditure. 
Tlie surviving lianks cannot increase the aggregate of 
their loans without any increase in their reserves, and 
they must take steps to |>rotect their resei^^es by raising 
the rate of interest. Indeed, other bonks which have 
been sailing rather near the wind are likely to take 
warning by the failure and to aim at a somewhat 
higher standard in the matter of reaerves. In short, 
the aggregate of bankers' loans ha%^ been excessive 
in comparison with the aggregate of legal tender cur- 
rency, the former aggregate is diminished os soon as a 
catastrophe gives practical demonstration of the neces- 
sity of such a step. 

This pieliminary investigation has shown at any rale 
that chimges in the aggregate of purchasing pow^, sndi 
aa may be the cause of fluctuations in trade, do actually 
occur, and it thus affords prtina facie proof of our theory. 
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m to dcftt witli lilt C!Oiit|iitilliii it 
lwr«i|i it wifi be conirifiietil to toocb upoii the 
kinds of dtsItirlMUicc which ntoy ortst tii m self-conUiiMsd 
mniniinity from the condilkma of production and con* 
•ttmiilion. We are only eoneemed with the effects of 
•uth dtflurbances upon the state of trade as a whole, 
not with the relative prosperity of the several branches 
of trade. 

If the demand for sente commodity falls off, the 
people engaget! in the production of that commodity 
will of coune suffer. If a sum of £10,000,000 a year 
is sclent in hats, and if a erase suddenly devclo^ti for 
going liareheadetl, so that the sum so s[)cnt falls to 
£8,000,000 a year, that means tlmt the amount avail* 
able to meet the profits, rents, interest, salaries, wages 
of all the (people directly or indirectly engaged in 
fupplyi|§ hats (so far as they derive their incomes from 
that economic function), is reduced in the propo|^ion 
of £10,000,000 to £8,000.000. Tins reduction will make 
itself felt first in the sale of liais by the retailers, and so 
in the orders given by the retailers to the whdesale 
deakrt and manufacturers. The manufacturers must 
dthcr restrict their output or reduce their prices. 
They can reduce their prices by sacrificing their profits, 
but they cannot push the reduction appreciably further, 
for that would require them to cut down wages. Wages 
remain at their old level in all other branches of btisineis* 
Indeed, other twanches of business gain what the hat 
trade loses, for the £2,000,000 which would otherwtie 
have been sp^ on hats is spent on other things, either 
on w m mi o di ti e i te consumption or on the provtskm of 
new capital ne bankcri wm see to it that the iopf% 
of eiedil money is m due propoitioii to the supply of 
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and (liat the diminished borrowings of the hat 
trade arc made up by increased borrowings elsewhere. 
The effects, Ixing widcipread* will be relatively small, 
but such as they are they will take the form of an in- 
crease in the sales, and therefore in the prices of com- 
modities other than hats, an increase in profits^ an 
improvement in employment at the existing ratei of 
wages, and a tendency for those rates to rise. Thus on 
the assumption that the supply of money remains un- 
affected, the dcj>ression of one Imde, so far from tending 
to depress the others, fends rather to stimulate them. 
This will make it s|K‘cially dillicult for those engaged in 
the one trade affected to cut down wages, and therefore 
the principal effect of the depression will be a diminished 
output, throwing a [portion of the employees out of 
work. These latter will be driven to look for other 
employment, usually cither in unskilled trades, or in 
skilled trades more or less allied to their own, and of 
course it may be that some find themselves perma- 
nently incapable of caniing a living. How’cver, so long 
as the total stock of money remains unaltered the total 
of money incomes will be (practically) unaHeied, and 
the industrial maclune will continue to work steadily, 
even though there are thousands compulsorily idle and 
dependent upon cliarity or public assistance for thdr 
support. Those who, being in employment, arc paying 
a pc^ion of their earnings towards the maintenance of 
the unemployed are, of course, also suffering loss, but 
nevertheless the peculiar features of a general depression 
are not present. 

In the contrary case of the growth of i|ie demand for 
one commodity in comparison with the rest, there will 
of course be an Increase of sales, an increase of output. 
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•A iiertMiif |irtc«!»« of proAt», anii of w«|«i tn IIm ifodll 
•0 iltifiuktcd. Theft will tt the itme limt be t 
tltf hi depreifion in the other iirndes* and there will be a 
tendency for niore capital and more labour tlian before 
to enter the trade in which prohti and wages hate 
riiCtt. That h to iwiy, the output in that tmde will be 
gradually incrca^» and that of the other trades sUghily 
ditnlnkhed. But here again none of the characteristics 
of a change in the state of trade as a whole will be 
present. 

In fact, it may be staled broadly that as long aa 
tlie stock of fnoncy remains unchanged, a cluinge in the 
demand* for some commodities as compared with the 
rest does not either stimulale or depress trade as a 
whole. 

To \mu next to changes in the conditions of supply, 
we Will consider the effe<^ts of M’arrity or abundance of 
food or raw matcmi. The price of any commodity 
tends to rise or fall as the available supply falls or 
rises, and as the total amount of purchasing power 
available per unit of time to defray the cost of produc* 
tkm uf any kind of commodity is equal to the amount 
of the commodity purchased per unit of time multiplied 
by Ibe price, the contrary movements of supply and 
price eompensate one another’s action. If the demand 
is elastic the price will rise or fall Ui» than in proportion 
to the supply, if the demand is inelastic the price wftt 
rise or fall more than in proportion to the supply. An 
ineiastic demand is ustiaUy characteristic of necessaries 
and an elastic demand of comforts or luxuries. For 

* Tie •♦••wjwNhetki®** of • connBeAly Is He iwiill of t mlii«Blcfi> 
litod SwMil . oadaoeeMst liatY to oise of « (WliPf 
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eiuitiipie, if the price of com rivet, people will hardly 
reduce their consumption of bread ; but if the price of 
umbrellat rises they will probably reduce their pur* 
chases of umbrellas very perceptibly. 

The producers of a commodity for which the demand 
is eksitc gain by an abundance and lose by a scarcity 
of the raw material. The producers of a commodity for 
which the demand is inelastic lose by an abundance 
and gain by a scarcity. Tlic effect on the other trades 
of the community is in cither cose the contrar}’ of the 
effect U{)on the trade under consideration, but, of course, 
except in the rase of a very marked scarcity or abun- 
dance in a commodity of the first imjx>rtancc, this 
effect is likely to l>c inconsiderable. In the extreme 
case of a famirie the total money expenditure on food 
will protmbiy l>e much greater than usual, and as the 
aggregate money income of the community cannot 
increase so long as the money available to maintain 
the cash balances remains the same, the expenditure on 
all the other commodities will be diminished. This 
diminution of cx[)enditure will of course involve a fall 
in prices and output, and there will result a loss of 
employment. But the enhanced receipts of those who 
are engaged in the supply of food will take the form of 
exceptional profits, and will not be accompanied by any 
increased demand on their })art for labour. The farmers 
will perhafis continue to employ the same number of 
labourers as usual ; they certainly will not require 
more to deal with their diminished output, even though 
tbat diminished output rci)rescnls a greater total money 
value than the full harvest of a normal year. The un- 
employed in other trades will therefore remain un- 
employed unless the rate of wages can be reduced. This 
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represents ii retl iitde depresibn, esdiibiting til IImi 
(etiurts of a clepresiion ctusetl by a cotitraetion in tbi 
supply of nioiiey, except that there is present a natural 
tendency to recover in tlie next year, or in the next year 
which priHlurei a normal harvest, whether the various 
stages of adjustment are passed or not. 

On the whole, the most remarkable feature of all 
these disturbances in demand or supply is that they 
have c?om{)anitively little cHect on the state of trade. 
Except in the s{>ccial instance of an actual famine, the 
fluctuations of demand or supply fircHluce no fluctuations 
in trade as n whole, the df|>ression or prosj>erity of one 
trade lieing compensated by the prosfierity or depression 
of others. 
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A MONETABY DISTI JUUNCE IK AN IKTEBKATlONAi 
BYSTEM WITH INDErEKDEKT TAPEK tTRBEKCIES 

We have now completed n suflicicnt burvey of the nature 
of fluctuations in a self-contained community* and it it 
time to take the next step towards bringing the tbcoiy 
into correspondence with the facts of the economic 
world. This next step takes us into the midtt of the 
problems of international trade, and in order to deal 
with the international asf)ects of fluctuations, it is 
necessary to refer briefly to the underlying principles 
of the foreign exchanges. 

It will again be convenient, at the outset, to simplify 
the problem by |x)stu]ating an abstract world in which 
some of the actual complexities are omitted, to be 
introduced, one by one, at later stages. This abstract 
world may be assumed to be a perfectly stable economic 
system, composed of a number of independent countries, 
each of which uses an inconvertible paper cuntney 
which is not legal tender in any of the others. We will 
also suppose that there are no protective tariffs. 

la any country situated in this hypothetical world 
there will presumably be a certain amount of foreign 
trade. Now the transference of a cargo from one 
country to another creates a debt due from some one 
in the importing country to some one in the exporting 
country. This debt cannot be discfaaiged hy the re- 
ss 
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mlttAiice of money, bmuse the two countiiei have \mm 
MRumed not to use the same money. In fact, it canned 
be paid at all unless there is some one in the exporting 
country who owes money to tome one in the importing 
countr)^ Tlmt the debt should remain outstanding or, 
in other words, that the total mdebte<lness of one 
country to the other should Ik? permanently increased, 
is inconsistent with the preliminary assumption of 
perfect economic stability in all cases. So long as the 
condition of itability is maintained the indebtedness 
of the imfiorting to the exporting country must he com- 
pensatod by an indebtedness, accniing iil an exactly 
equal rate, arising out of the transference of goods 
from the imfiorting liack to the cxjjorting country. 
Tliii statement requires quaJiheation in two resticcti. 
First, the term “ goods ” must lie regarded as including 
not only commodities, but also sersMces. H a man in 
one country gives legal advice to a man in another, a 
debt is created exactly as if he had sent cheese irfftead 
of advice. Secondly, if one country is fiermanentl^ 
indebted to another (a state not inconsistent with 
perfect slabiJity) the borrowers will be jiermanently 
under the obligation of remitting the interest on the 
debts from time to time, as it falls due. In order that 
they may fulIU this obligation they must find in the 
creditor country people who need to pay money to the 
debtor count ry. Such people can only be found if 
there are exports from the debtor to the creditor coun- 
try equal in value to the interest due, over and above 
any exports that arc balanced by imports from the 
creditor to the debtor country. 

We have, therefore, the principle that, so long as the 
eondlitiofi of perfect stability is fuMlkd, exports and 
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tniporli of goodfi and icn^iccs \my for one another, and 
that any cxccs# of cither over the other represients the 
payment of a i>eriociically accruing liability such as the 
interciit on lyorrowcd money. 

Thin principle require* us to equate together the 
values of exfiorts and imports reckoned in two indepeii- 
dent currencies. It must be remembered that each 
currency has Ijcen assumed to l)c inconvertible paper, 
without intrinsic value, and owing its value in exchange 
entirely to a domestic law' which makes it legal tender 
at home and has no validity abroad. The value of the 
unit of cither currency will dc|>cnd merely upon the 
amount which the Government has seen fit to issue in 
comparison with the national nct*ds for currency. How, 
then, is the value of each unit in terms of the other 
determined ? 

The answer is to be found in the conditions under 
which foreign trade is carried on. If goods are manu- 
factured for export, the cost of production is measured 
in the currency of the producing country, while the 
producer can only draw' upon the foreign dealer who 
imports the goods in the currency of the dealer’s own 
country. In stable conditions the equivalent obtained 
by the producer in the currency of his country for the 
price received in the importing country must be equal 
to the cost of protluction, which, in turn, is equal to the 
price of similar goods in the producing countr>' itself. 
Moreover, w'hcrevcr the supply of any goods is partly 
domestic and partly foreign, the prices of the goods 
derived from the two sources of supply must be identi- 
cal. Also, no etmimodities can comnmnd a price in 
either country greater than that of similar commodities 
in the other by more than the cost of transporting them 
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unimpaired from the latter country to the former* 
These conditions all arise out of the existence of eeo- 
nomic sUhility Imsed on free ctmijietition. Between 
them they are sufheient to determine the relative value* 
for the purposes of international payment* of the 
respective units of currency of the two countrie* con- 
cerned. 

The point of equilibrium in their trade will there- 
fore be governed by the following principle*. The 
cost of production of a coninuHlity in either c*ountry, 
calculated in term* of lalxnir and estimated on the 
assumption that the country supplies the whole of it* 
own demand, would in general differ from that in the 
other. Any assumed rate of exchange l)elween the 
two units of currency would afford a basis of ccmqMirtiion 
in terms of money between costs of iirmluction in the 
two countries, and the result would l)e to divide the 
products of each country into three clastes! (1) com- 
modities of which the money cost exceeds their nftney 
cost in the other country by more than the coat of 
transport, (2) commodities of which the money cost 
differs from their money cost in the other country by 
less than the cost of transport, and (8) commodities of 
which the money cost is less than the money cost in 
the other country by more than the cost of transport. 
Commodities of the intermediate class (2) would con- 
tinue to be produced by each country for itself. But 
commodities of class (1) would be imported, and com- 
modities of class (#) would be exported. If, in the case 
of any commodity of class (1), some of the producers 
are so favouralily circumstanced that they can produce 
at a cost not greater than the cost of production abroad 
plus the cost of timnspori, then a part of the supply 
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will continue to be provided at home by ihe»c j»ro- 
ducers. 

Thu* to any assumed rate of exchange there corre- 
sponds a dcienninate amount of exports and a deter- 
minate amount of imports, and, of all the possible 
rates of exchange, that alone will be consistent with 
economic stability which will lead to exact equality 
between exfiorts and imports (or, if there i« a net in- 
debtedness of one country to the other, to such an 
excess of cx|»orls or im|x»rts as will just settle the accru- 
ing liabilities for interest ). It is worthy of mention that 
the rate of exchange so arrived at, is entirely indepen- 
dent of any relation Mween the respective eost* of 
production of any commodity in the two countries cal- 
culated in hours of labour and in the equivalent in hours 
of labour of the land, capital, and su]>ervision employed. 
It may be that the industrial efficiency of one country 
is so far s\iperior to that of the other that there is no 
single commodity produced by the second, but that 
the same commodity could be produced in the first and 
transported to the second at a less expenditure of labour 
and labour-equivalents. But if Chat is so, money wages 
in the more efficient country will be so much higher 
than the equivalent, at the prevailing rate of exchange, 
of money wages in the other as to preser\*e the equilib- 
rium between exports and imports. For example, the 
superiority of Europe to India in industrial efficiency 
results not in a perf>etual grow'th in the indebtedness of 
India to Europe, but in a great divergence between the 
money rates of wages, A European labourer can earn 
as many shillings in a day as an Indian can earn pence. 
Practically, it may be said that the rate of exchange 
equates the general level of prices of eominodities in one 
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OQp&iry to that in the other. This is of eoiuie only 
approximately true« since the rate of exchange is 
affected only by those commodities which are or might 
be transported between the two countries. If one of 
the two countries is at a disadvantage in the production 
of eommodities which cannot he imported, or indeed in 
those which can only be imported at a specially heavy 
cost, the general level of prices, calculated fairly over all 
commodities, will be higher in that country than in the 
other. But, subject to this imjxirtant qualification, the 
rate of exchange under stable conditions does represent 
that ratio between the units of currency which makes 
the price-levels and therefore llic purchasing f)ower8 of 
the two units equal. 

Having indicated the conditions of a stable inter- 
national economic system under the limitations as* 
sumrd, we will now sup{M>fte the equilibrium to be 
dtsturlxxi. To begin with, it will be convenient, as in 
Chapter V, to assume that the countries conc^ed 
have no banking systems and no credit money. 
there lie two such countries, A and B, and let a contrac- 
tion of the currency occur in A. The immediate effects 
will be those which wc have already traced in Chapter V. 
The ea&h balances of the community will be depleted, 
and there will be a curtailment of expenditure in order 
to restore them. The general restriction of expendi- 
ture involves a corresponding restriction in the sales of 
goods and services. The retailers find that they cannot 
get rid of their goods as quickly as usual, and they 
reduce their orders to the wholesale dealers and pro- 
ducers. The producers can only avoid restricttng 
their output by Wweting their prices ; they accordingly 
lower their pdees so far as the cxbting scale of their 
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exp^isei will permit* Their expemes depend mainly 
on the nite of wages, and until the working population 
will accept lower wages there must be some restriction 
of output. This restriction of output represents the 
adaptation of business to the contracted currency by a 
reduction of volume instead of a reduction of money 
values. In the remaining stage the pressure of distress 
due to lack of em|>loyment drives the working class to 
accept lower wages. As wages fall, prices fall, output 
increases, and cm|)l()yment iinjirovcs, until at last all 
money values have completcil a fall prt»}K)rtional to the 
original dirninut ion of t he stock of money and equilibrium 
is restored. 

But the presence of another country, B, carrying on 
commerce with A, necessitates a reconsideration of 
this story. In the stable conditions preceding the con- 
tractions of the currency in A, there will have been an 
exact balance of exports and imjwrts. When the con- 
traction occurs the cx|X)rters in B w ill find a diminution 
in the orders for goods received from dealers in A, and 
at the same time ex^torters in A will find a diminution 
in the domestic demand (or their products. In other 
words, those classes of producers in either countr)^ who 
are trading in both countries will find their business 
in A diminished. They will no doubt reduce their 
prices, both in A and B, in order as far as possible to 
keep up their output, and the result will be that they 
will sell more in B and less in A than before. Exports 
from A to B will be increased, and imports from B to A 
will be diminished. Imports will cease to pay for 
exports, and a net indebtedness from B to A will be 
created. How, then, is this indebtedness to be dis* 
charged ? It must be remembered that a creditor in 
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A cannot use the money of B, since both countries have 
been assumcfl to use ijidc|>cndciit im*onvertible papr 
currencies. The net uni pnictice of nn exprter of goods 
to a foreign country is to draw a t)ill of excJmnge. which 
is documentary evitience ttuit a sum of money is due to 
him in that country, and to sell this hill to a bill-broker 
in his own countr>', who will pay him for it the equivalent 
of the sum at the prevailing rate of exchange, less the 
necessary charges for discount, commission, etc. So 
long as ex[x>rts and imjiorts balance, the bill-brokers 
will find that the hills of either country on the other 
cancel out. But if the ladarice is disturl)e(l this will no 
longer l>c so. If the ex|K»rts from A increase and the 
imjxirts decrease, the bill-br«>kcrs will find that in A 
they are pying out more money than they arc receiv- 
ing, while at the same time in B they will Ixf receiving 
more fm>ney than they are {taying out. Like other 
pet>ple engaged in business, bill-brokers must ^cep 
working Imlanec* of money, and the bill-broker* will 
find tliat their working Ixdances in A are lacing depleted, 
and llml their working balance* in B arc l)eing incon- 
veniently swollen. Steps must be taken to check these 
movements. Money cannot be sent from B to A ; it 
would be no use simply to increase the commission 
charged on every transaction, for though this would 
diminish the total volume of bill-discounting business 
the dii'ergencc between payments for exports and pay- 
ments for imports would still exist. The only means of 
restoring the btU-brokers* balances is to alter the rate 
of exchange. The broker in A offers less of the currency 
of A for a given sum payable in B ; the broker in B 
offers more of the ciirreney of B for a given sum payable 
in A. This makes the export trade from A to B less 
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profitable, and the import trade from B to A more 
profitabie, and a sufficient adjustment of the rate of 
exchange will make the two balance again. 

To the question what precise adjustment will have 
this effect , there is no very simple answer. An alteration 
in exact pro|K)rtion to tlic fall in the prices of commodi- 
ties in A will not serve the purpose. Assume such an 
adjustment to l>c made. Then if the prices of com- 
modities in B remained unaltered, the exporters of 
goods from A to B would get as much B-currcncy for 
them ivi before, but their receipts transformed into A 
currency will Ik? redum! in projKirtion to the rate of 
exchange, i.c. in the same projx>rtion as their receipt* 
and the receipts of other producers from cotihumer* in 
A. They will thus be able to maintain their exfwrt trade 
undiminished, and ret*civc as much from goods exported 
as from goods sold at home. 

On the other hand, ex[X)rters from B to A, though the 
reduced prices at which they sell their goods in A are 
equivalent to the same amount of B-currcncy as the 
old prices, will f\iul tliat the quantity of goods exported 
is diminished, since the demand for commodities in A, 
even at the reduced prices, is lessened. 

Thus the export trade of A wdll be maintained, while 
its import trade will be curtailed. No doubt the assump- 
tion made above that prices in B remain unaltered is 
not strictly correct. The exprters in A w^ill suffer less 
from the slackening of demand than those producers 
whose entire market is confined to A, and they will 
thcfdore be inclined to make a less drastic reduction 

prices, so that the prices of their gpods in B-curreney 
will tend actually to increase. The exporters in B, 
unlike other producers in B, wiB suffer some slackening 
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of ikouMidt imi will pmumably roftlct mmm mtiictlcHi 
of prkci m B^nreney in onier to niainlAiii oitiptil lo 
far at th«y emt. Ilui Ixith tbm tendencki only in* 
tenstfy the want ol equilthrium between exportu and 
imports, and it is clear that m Icmf^ as tlte deitiand tor 
comiiiodities in A is l^U»w the iiomial the rate of 
exchange must tie af4u?»ted somewhat more tlian in 
proportion to the fall of priees in A. As the fall of prices 
continues, howe%^cr, the demand for cornnKMlities in A 
grows, and the profiortional disercfiancy between the 
moveinint of prices and the movement of the rate of 
exchange will grow less, until at last, when the fall of 
prices is fully proportional lo the initial diminution in 
the stock of nwiiiey, the demand for commodities in A 
will liave completely rrcovrre<h and the rate of exchange 
wdl again lie m profKirtion to the purchasing powers of 
the two units of currency which it relates. 

Tlib theory of the a<ljij%lmeitl of the rate of rxchange 
b of course highly arttheui) and alistract. In order to 
bring It into relation with the facts it is necessary at 
once to proceed to deal with the o{>eratk>u of a Ijanktng 
system under the conditions assumed. Suppose, then, 
that both A and B possess lianking systems, and lup* 
pose that a contraction in the amount of legal tender 
jnoney occurs in A. Tlic bankers in A will proceed to 
mm the rate of intereit in A, in order to bring down 
the amount of credit money to a suitable profiortion to 
the amount of legal tender money. There will of course 
be a ilackening ol demand, a curtailment of output, 
and a fall in the prices of commodtttes, with a tendency 
to produce all ^ consequences already described; 
But at the tame time the tncreiie of the rate of uitcml 
will haft indepcikdeitl imiseqtienees equally Important. 
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A maa in B witli money to tpm for a temporary 
loan will be able to buy a bill of exdiange on A« whkb 
will give him an equivalent sum in A. He can lend thb 
sum at the high rate of interest there prevailing, and, 
when the loan matures, the money will be equivalent, 
owing to the eliange in the rate of exchange in the in- 
terval, to a larger sum in B-cuirency than before. The 
lender will thus make a profit on the exchange opera- 
tions over and above the extra interest. If this oppor- 
tunity is foreseen, people in B will hasten to take 
advantage of it ; there will be a demand for biBs on A, 
and the rate of exchange will react to this demand ; 
the imjKirtation of goods from B to A will thus be 
stimulated, and A will become indebted to B. In fact, 
the future fail in the value of B-currency in terms of 
A-currcncy is anticipated, and the exporters of goods 
from B to A are enabled to undersell the producers in A, 
and thus to hasten that general fall of prices which is 
the necessary condition of ^uilibrium in A. 

This process will continue until the requisite restric- 
tion of the volume of credit money has been accom- 
plished. It should be remembered that the rate of 
interest only need be high relatively to the profit rate 
in A, which, under the influence of falling prices, will be 
less than the natural rate. As soon as the bankers are 
satisfied that their reserves and the amount of credit 
money arc in due proportion, the rate of interest in A 
will rev<ut to the proM rate, and the rate of exchange 
idli then become subject to the laws whidi apply when 
there is no banjking system. 

During tliis4nai stage the profit rate in A will remain 
bdow the nftural rate, and the market rate of interest 
wifi be equaf to the profit rate. But a man in A with 
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noiiiy to hnd caniiol Ul» 

ol intmtl preiTiilliii in % wlicit ilm pmi&i nilft It 
tqttil to the nttuml rate. For if he kndb hts money in 
B he will ftnd when the kmn beeomen due thtt the rate 
of enehange will hiTt changed to hit dtiadvaniage in the 
intcrralt and the net kas on exchange will eat up the 
extra inteiett* Ae atnatier of fact this ix only approxi> 
malely true, for, ai we have teen, the rate of exchange 
does not move exactly paraUei with the prices of com- 
modities in A. In the later stages of the diittirhanee 
the fidl still to take place in the rate of exchange will be 
less than the fall still to take place in the general level 
of prices, and as it is on the latter that the depression of 
the profit rate depends, a tender in A will gain something 
by lending hts money in B. Bui probably the induee- 
fiient to do this will not be strong enough to be of much 
•ecoont. 

From the above dcM^ription, which is necesnarilyj^ther 
complicated, it will be seen that the mutual Influenee of 
two areas with independent currency systems is on the 
whole not very great. Indeed, the only Impwtant 
consequence to either of a cx>ntractbn of currency in the 
other, is the tendency for the ftrst to lend money to 
the second in order to get the benefit of the high rate of 
inteiesl. This hastens the movement towards ultimate 
equllibrtiiin In the area of stringency. At the same time 
it would raise the rale of interest slightly in the other 
eooiitty. But as this rite in the rate of inteiest is due to 
an enliaiienl demand lor loans, it will not have the effect 
of d i mi ni tfam g the total stock of bankers* mon^. 

It is hardly n eoessafy to consider imtiit same detaU 
the ciat ol an inffalioii of the enrreney. The fiter- 
effeeli (im the saae assnmptim at hedoie) 
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comipoiid Tcry dofdtjr wHli Uioie wiiidi oom In tiie 
file of ft oontractton. If the boiikcn find iheb nnorai 
to be ftbove the necemry ftmoiint they relax the temis 
for loans ; the aggregate of banklrs* loam is increased ; 
{Hifebases are accelerated ; the producers increase their 
putput io far as possible, and prices rbe* If the rate of 
exchange remained the same as before, exports would 
fall and imports would increase. The rate of exchange 
muit therefore be adjusted. If it were adjusted in strict 
{Mrbpmrtlon to the rise of prices, imports would still be 
increased in proportion to the general increase in con* 
sumption, while exports would be unchanged*- Thus, so 
far as the balance of exports and imports is ooncemed, 
the adjustment of the rate of exchange must be% little 
more than in proportion to the rise of prices. But 
foreigners will be tempted by the low rate of interest 
|.o borrow money, and the rate of exchange must be 
further adjusted to check this tendency. It will thus be 
pushed to a point at which there is an excess of exports 
just equal to the amount of the loam being advanced 
to foreign botrowers. When the low rate of interest 
hat done its work it will be raised again to tbe profit 
rate (now above Uie natural rate owing to the rising 
prices); the tendency to lend money abroad will cease ; 
the rate of exchange will revert to the point detetmined 
by the balance of exports and imports, that is, it will be 
altered as compared with its original value a littk more 
than in proporiiii to the rise of prices wluch lias oc* 
cuived. From riiat point the gradual rise of wages will 
begin to Ining hack the out put in sm of iniitirm 

to its noimal kwelt and prices rise a little |lnther« 
the rate ^ exchange being ndjwleil i little Im than in 
proportioii to tfie rise ot ^oes, until at lad eqmHbritini 
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b mtitwl, tnd il mtmy vfthMi; ii wdl |p tilt lilt ol 
exdiMife, fxhiMt the itme pioporlfeiii! eiiiik|i« 

It b important ti^ as 1000 at the imitinih 

tio|i of ftabk conditfons b abandoned ibe rate of ei* 
change ccaict to repreteni ibe ratio df the puiehaiinf 
powem of the tirt> anite of eunrmiey which it rdateii 
A differenee between the rates of interest in the two 
countfiei ccmcemed dbplaees the rate of exchange limn 
its normal position of equality with thb ratiOi in the 
same direction as if the purchasing power of the eu^ 
rency of the comiry with the higher rate of interest had 
licen ineibased. Such a divergence between the rates 
of intiitit would only occur in case of some financial 
dt|lui 4 afict, and though such disturbances* great or 
smaU, are bound to be frequent, the ratio of purchasing 
powers may still he taken (subject to the quaHfleatioii 
previously expbincti) to lie the normal liplfkanee al 
the rate of exchange. w 
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A MOKETARY DIflTURBAKCE IK AK IKTERKATIONAL lYSTEM 

WrrU A COMMON METALUC MEDIUM OF EXCBAKGE 

Tin foregoing exposition relates of course to a hypo* 
ihetical world. But it is best to approach the problems 
of international trade at first by making the assump- 
tions therein adopted, for inconvertible paper cunren* 
des, having no real " par ** of exchange, exhibit the 
true character of the rate of exchange much better 
than metallic currencies. We have shown that the 
rate of exchange tends to represent simply the ratio 
of the purchasing power of the two units of currency, 
and that when this ratio is disturbed, the rate of ex- 
change, subject to certain fluctuations, follows it. 

But having elucidated this point we can now pass to 
the much more important case of the international 
effects of a fluctuation experienced in a countr}^ using a 
metal currency common to itself and Hs neighbours. 
Practically all the great commercial nations of the world 
have now adopted gold as their standard of legal tender, 
and this completely alters the problem. 

This establishment of gold as the monetary standard 
means not merely the use of gold coins, but the free 
coinage of gold. The Government undertakes to turn 
into coin any quantity of gold which may be kou^t 
for the purpose, and either chaiges nothing or charges 
the bare esiA of the process. 

m 
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Wlim tlwM coi^loiit ad«l« goM biilUoQ wUcii «tii 
be turned into coin ni any time b (imetietlty ns good 
tf gold eotn. The coin in virtue of its qujUiiy of being 
iegal lender will often eomnmnd n flight premium, but 
this prefniuin will not be grentcr than the coft of coin* 
ing plus interest for tlie period occupied by the process. 
These arrangemenlt amount practically to the use of 
the same standard of value by all the gold-using 
countries, just as if they had an international unit. 

As it is still the effects, not the causes, of a coiitrac* 
tion or inflation of the currency which we ore investigat- 
ing, we will again assume some arbitrary change in the 
circulation. Suppose, for instance, that in one country 
some step is suddenly taken which has the effect of 
completely witlidrawing a large quantity of gold from 
circulation.* 

The first effect will of course a depletion of the 
bankers' reserves, and the Imnkers will pr^ptly 
respond by raising the rate of interest. The result of 
robing the rate of mterest b, as we have seen, to attract 
bans from abroad, and the borrowers by drawing bills 
on the lenders and getting them iibcounted will diminbh 
ilie btU-brokers' balances in the area of stringency. 
The bill-brokers will defend themselves by altering the 
rate of exchange, but here arises the fundamental 
difference from the case of independent inconvertible 
paper curreneies. For it is possible for a lender to put 
bb gold in a box and consign it direct to the borrower 
without resorting to the use of bilk at all. and if the rate 
of e x ch ange pisses a certain point it will become more 

> nd(Msaiaawaw|«ielMir«fHlUM irtlii i«i4wiMni 
m fstwit rntwll ss iar m s f iiy p i iM UMtUmpkl is istllwl dm sag 
mii Ilia s caff is Uw gtseli |0 
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tUt than Ha the bomwer lo dmr a 
bill on tbe lendar. The point at which the oomigniiieiit 
of metli becomes profitable is called the '' specie po^t*' 
It is reached when the quantity of gold which ea» be 
obtained by discounting a bill of exchange i| lest than 
Ihe quantity equivalent to the sum expressed on the 
face the bill not only by ihe interest up to the date of 
the bill's maturity, but in addition by the whole of 
the charges ior freight, etc., payable on the carriage of 
the metal. 

For instance, if these charges for the renuttance of 
gold from London to Paris, or from Paris to London, 
amount to } per cent of the sum remitted, and if the 
gold in £l is equal to the gold in 25*!f2 francs, then when 
the exchange for cheques (for which there is no discount) 
Is at al||ut 25*09 a man in Paris can have £10,0Q0 in 
gohl iid to him from London, equivalent to '212,200 
francs, and pay 1261 francs for freight, etc., leaving 
250,080 francs in his hands, whereas if he had drawn a 
on Ips debtor in London he would have got 250,900 
trines only. There are two specie points in the exchange 
between any two places. M^cn it is profitable to send 
^gold from London to Paris, the London exchange on 
P^ris is said to have reached the ** export specie point,” 
and the Paris exchange on London to have reached the 
” import specie point.” When it is profitable to send 
gold from Paris to London the situation is exactly 
reversed. On the assumption made above as fp the 
oost of rmittanee the specie p 9 mts would be iq>proxi< 
matily ^*09 and 25*85, , ' 

In thi iase, then, 'when a high rate of inteiesl is 
atl8aot% loans fiem abroad to any eonimfeial^ 

J]pt ldU*brote8 will quickly pul dow&l^ie ckImj^ IP 
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impM specie point, snd goM will tm in iilin 
Tlii wflj begin at the same time to fill up the bifketi' 
reseiigss at home and to deplete those abioad. The 
focetgii^ banters must in turn protect their leserm by 
poking up the rate of interest in their rapeetlve 
oountiies. T^ the contraction of the currency at 
once tends spread itself oeer the whole of the gold- 
using woricL The consequent depression is by this means 
atles^ialed hi the area of stringency, Imt only It the cost 
of being extended in some degree to alt the oilier 
countrict. 

The foreign baohert will not raise their respeetiire 
rales of inteffit immediately, or will imt raise them lo 
high as absolutely to prevent gold being ^withdri^n. 
il they did they would soon find their outstanding 
loans dimintilied and tlieir reserves ttitneucipti|y 
enlarged. They are prrfjareil to let some gdid Udlh- 
drawn, but must so far raise the rate of interest fis to 
ensure a fimidtaneotii reduetbn in hums. 

The reduction in loans will lie gradual, and tbeif 
proper course b to adiust the rate of interest in such a 
way that the reduction of loans and the withdrawals of 
gold shall just about keep pace. As the foreign lenders 
have to meet the cost of sending their gold before they 
can gel tlw benedt of the high rote of Interest the foreign 
rotes of interest will lie a httle lower than the rate hi 
the area of stringefiqf, and the difference will be the 
greater the mora distant the foreign country. We might 
twee ea^ ippt tra% iqou or line of commuiiicalkm 
and tEid the peirailiiig li^ter«^ lower and low^, ira#e 
di s l a .i it! t and the cost of eaitiafl of gold grow |ml^ 
udgmter. 

fWM liw ia tM domiA nte of i«tanrt nimpoii^ 
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ingJy imall, It might be that the exchange with the more 
distant foreign countries would never touch the specie 
point at all. 

Consider, then, the ease of any selected foreign coun- 
try. If it is so distant and the disturbance so slight 
that no gold is imported from it the conditions approxi- 
mate to those already examined, where independent 
inconvertible pafwr currencies arc employed. The 
extent and anticipated duration of the rise in the rate 
of interest in the area of stringency arc not sufficient 
to meet the cost of actually remitting gold. The ten- 
dency in the selected foreign country to take advantage 
of the rise by lending money can l>c confined within 
limits by an adjustment of the rate of exchange short 
of the s|)ccie pint. This adjustment will induce a 
balance of iinprts from the foreign country, and the 
equilibrium psilion must l)e such that loans equal to 
the value of this balance of imprts will also be made. 
In other words, the exchange not having reached the 
sj>ccie pint, any sum borrowed psscs in the form of 
goods. 

If, on the other hand, the selected foreign countrj' is 
near enough and the monetary disturtjance great enough 
to cause an actual movement of gold, the rate of ex- 
change must be forced up to the sjxjcie |)oint. This 
adjustment of the rate of exchange will of itself, as in 
the previous instance, induce a balance of imprts from 
the foreign country to the area of stringency, and a 
prtion of the foreign loans will thus come in the form 
of goods. But over and above this balance of imprted 
goods a greater or less amount of gold will be sent. 
There will be a rise in the rate of interest in the fomgn 
country, but not so great as the rise in the rate of interest 
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in the arta of stringency. In either case the rise in the 
rate of interest will have its normal effects of discouraging 
loans* diminishing the aggregate of purchasing power* 
curtailing purchases, retaitling output, and reducing 
prices. But, other things t>cing equal, these effects will 
be less marked in the foreign country since the rise in 
the rate of interest is there less. There will lie a tendency 
therefore for imjxjrts into the area of stringency to be 
chcckeit by the falling demand and the drop in prices, 
while the same causes will stimulate ex|K)rts from that 
area to the foreign ctnintry. If inde|Kndent currencies 
were used, this tendency w*ould result merely in an 
adjustment of the rate of exchange. But os gold is used 
in Ixjth countries and the cxc harjge is already at the 
sjiecie t>oinl, the excess of rx|K>rts from the area of 
ftringency cannot lie checked by this means and must 
be met by a further transfer of gold. Ttiat If to say, 
the effect of the discrcjwKkcy in prices in the two euwn- 
tries is to cause a greater |wrtion of the foreign loans to 
come into the area of stringency in tlic form of gold 
instead of in the fonn of goo<is. Indeed, if the dis- 
crepancy of prices were very pronounced and the 
transport of gold cheap, the im}X)rts of gold might 
actually be greater tlian the total of the foreign loans. 

When the bankers' reserves in the area of stringency 
are restored the rate of interest reverts to the profit 
rate. The hankers’ loans in the foreign country may be 
supposed to have been gradually dirainlshed in propor- 
tion to the stock of gold, the rate of interest having been 
adjusted to make them keep pace. There is no longer 
any tendency for money to be lent from the foreign 
country to the area of stringency, but the discrepancy 
of prices still exists and will cause a continuance of the 



loa GOOD AND BAD TEADE 

flow of gold intd Che area of stringency to pay for the 
excess of cx}H)rts therefrom. In order to produce a con- 
tinuance of the corresponding reduction in tJbc bankers* 
loans in the foreign country the rate of interest there 
must continue to i>e something nliovc the profit raU. 
On the other hand, in the area of stringency loans 
can be actually increased in proportion to the new gold"' 
im|)ortcd, and the rate of interest there could even be 
reduced below the i)rorit rate. An intelligent nntieipn- 
Uon of this situation would lead the liankcrs to reduce 
the rate of interest to the profit rate before the restora- 
tion of their reserves is completed, and to trust to the 
continued influx of gold to place them finally in a sound 
position (luring this later stage. So long as the flow 
of gold continues the total purchasing |X)wer in the 
foreign country will be diminishing, and the total of 
purchasing jwwcr in the area of stringency will be 
increasing. The tendency towards an excess of exports 
from the latter to the former will thus be steadily losing 
force, until at last the difference in the prices of com- 
modities in the two areas is so far reduced tliat the 
excess pf exjwrts is clicckcd altogether by the rate of 
exchange being fixed just at the specie point. When 
this stage is reached the flow of gold will cease, but Unp 
rate of cxcliangc will not react appreciably from the 
specie Equilibrium will be reached with a lower 

level of prices in the area of stringency than in the 
foreign country ; just so nuicii lower as to maintain the 
rate of exchange up to the specie point, but not past it. 

It must be borne in mind that the rate of exchange, 
so long as it is tnV/im the specie points, represents 
practiasdly the ratio between the average levels of gold 
prio^ inutile two countries whidi it relates, just as the 
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rmU of exchange between indepeal^ ineonveitible 
paper currencies practically represents this ratio between 
the average levels of |>aper pricen. If the exchange 
between Ixmdoti and I*uris is at |mr (which we will take 
to be 23*29 francs to £l). and tf the (pinutity of gold in 
France is increased by } per cent, then, after affairs liavc 
;|>ecn adjusted, the exchange will have risen to 25*2811, 
Friccs in France will on an average be simply i jicr cent 
higher than before, but the English prices of French 
goods will be unaltered, and the Frcndi prices of Eng- 
lish goods will have risen in the same pro{)ortion as 
French incomes and the French prices of French goods, 
h is only when the divergence of prices is so great that 
the corrcsjionding adjustment of the rate of exchange 
would push it beyond the s|)ccie point that any gold 
passes. Tlius, as soon as the How of gold has depressed 
the prices of t'ornimKlitic'^ in the selected foreign coun- 
iry so far I lull the fiertcntage hy which lliey excrcetl^^ie 
prices of oonmmoditics in the area of stringency is not 
greater than the j>er<Tiitage representing the charges 
for the Iraasjiort of a given sum of gold, the flow of 
gold will stop. 

The principles governing the rate of exchange may 
be illustrotcfl by the following mechanical example. 
Mepresent two countries by two cisterns, and their 
•lock of legal tender money by water, so that the depth 
of tlie water in cither cistern may be taken to be the 
general level of prices in the corresponding country. 
II water cannot pass from either cistern to the other 
any divergenee of depth may*be produced at will by 
adjusting the respective quan^ties of water in them. 
Yhts eotfespqnds to the eaie of countries with indepen* 
Aent ctiifencics. If, however, the water tan flow 
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through a pipe leading from the ba^ie of one cistern to 
the base of the other, the depths in the two cistems 
will always he identical. This docs not correspond 
strictly to tl)C ease of gold-using countries, because 
gold docs not flow quite freely from one to the other, 
and a difference of depth corrcsfxinding to the specie 
[joints must l>e fjossible. This can he represented if thof 
pipe be supjxjscd to contain a valve which will prevent 
the flow of water unless it is subject to a certain pressure, 
but which under that pressure from either side will open. 
When a difference of level exists great enough to cause 
this pressure ufwn the valve, water will jmss through 
the pi|)c until the difference of level has been reduced 
to a [Joint at which the [ircssure is no longer sufficient 
to kce[) the valve open. The rate of interest must be 
represented by some mechanical means of adjusting 
the [jressure in either cistern, a rise in the rate being 
equivalent to a diminution of pressure which would 
tend to suck in water from the other cistern. 

This mechanical exam[)lc may be extended to repre- 
sent any number of countries by an equal numl>er of 
cisterns each of which must communicate through 
valves with all the others. It may be supfjosed tliat 
water is being [xjured from an external source into some 
of these cistems, which will represent the gold-produc- 
ing countries, and from which it will be distributed 
through the valves to the others. Every cistern must 
also be assumed subject to artificial means of altering 
the pressures of the water in it, representing not only 
adjustments of the rate of interest, but also all other 
changes in economic conditions which may affect the 
need for currency. 

To return, however, to the consideration of the effects 
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of a contraction of the currency in a country fortning 
part of an international gold-using system. It will be 
observed that, in the course of the process described 
above, the area of stringency U^comes indebted to the 
selected foreign country, the new indebtedness repre- 
senting the loans attractcil from it during the j>eriod 
of high interest. These bans would l>c for short iwrimis, 
and we cannot assume that equilibrium has been 
restored until wc liavc considered what will hafipen 
when they fall due. First of all, it is at any rate clear 
that the loans will not be repaid in gold. The exchange 
is at the import specie |)oint, and no one will go to the 
exfienic of faiying the freight and insurance on a consign- 
ment of gold to a foreign country when by the purchase 
of a bill he can get a greater quantity r>f gold placed to 
his credit there without any such cxfx nse. Tlic foreign 
creditor nmy receive liis money fn»rn n bill-broker, who 
will be cntillcd to receive the ecjuivalent at the^ire- 
vailing rale of excliange from the debtor in the debtor's 
own country. Tlie bill-broker will hud his cash balance 
in the creditor’s country diminished and hit cash 
lialance in the debtor's country increased. He could, 
no doubt, correct the tendency by adjusting the rate 
of exchange and offering less money in the creditor’s 
country as the ec]uiudcnt of a given sum in the dclitor’s 
country. Tliis adjustment of the rate of exchange 
would discourage the export of goods from the creditor's 
country to the debtor’s country', and encourage the 
export of goods from the debtor’s country to the 
creditor'i country. But the presumption is that this 
course will not be tnken. The money placed in the hands 
of the creditor is ready for investment. The debtor has 
probayy found it necessary to borrow elsewiieie the 
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whole, or the greater part, of the money which he paid 
to the bili’broker. The ordinary proms ol the renewal 
and replacement of cafiital in Ixith countries will have 
been resumed when the price-movement was completed, 
and, apart from the creditor’s action in calling in his 
loan, would [)rogrcss at the same rate as before the 
disturbance in lx>lh, and in both would yield interest 
at the old natural rate. It follows that, as a consequence | 
of the calling in of the loan, there is rather more money 
seeking investment in the creditor’® country and 
rather less in the debtor’s country than there was before 
the disturbance. Tins situation will be reflected in the 
relative jiriccs of similar securities in the two countries, 
and the bill-broker will find it profitable to take advan- 
tage of this and to ai>ply the money which he received 
from the debtor to investments made on tlie sjx)t. 
The result will be that the renewal andjjeplacement of 
capital in the two countries will keep pace, but that the 
foreign indebtedness of the cemntry in whicli the 
monetary stringency originated will have been j)er- 
manently increased. In other words, the calling in of 
the loan has no effect on the relative indebtedness of 
the tfo countries at all. Indeed, it should be pointed 
out that the process of renewal and replacement of 
capital is retarded during a deprqpsion and there will 
probably be some shortage of capital in the area of 
stringency, as compared with foreign countries, when 
the depression is over. If this is so the openings for 
investment there will be slightly more profitable than 
usual, and there will actually be some further growth in 
its foreign indebtedness. 

The elects of a contraction of the eurrcncy of a gold- 
using country in a gold-using international system may 
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he iutiimiimed m hilktvs ; Cok! Howi imm forelfn 
ctmntries to ihf artii of j»tringtnt*v in rt»fioil»e to the 
high mte of intciT^t. more qakkl) fwtii the nrartr ami 
more >lo»ly ffi>m tl»e h\**Tr dt^tnni wuntrif*. While 
this jirocfsf If at vork tttr ratei of mterrst in foreign 
fxnmtrief aft rawed* niorr m the nearer and lc»» in the 
more diftanl count M foon at the tjaiikerf' loant 
^twive licen brouglit into the |>rof»er |>n>|H>rtion to the 
flock of gold, tiic rate of interest reverts to the profit 
rate in the are* of stringency, hut the influx of gtdd 
Continues from each forngn rt»imtry until the ttvrriige 
level of pruc| there has so far fnllrii that its divergence 
frvun the average level of prim in the area of itringpnry 
Is no longer great enough to rover the cost of leiidtiig 
the gokl. 

So long as any eouritiy is actually fX[»orting gtdd 
the rate of intctrst adi there Ik* nunntained somewhat 
aIk>vc the profit rate, saj as to dtiunush the total ariiAiit 
of bankers' loans fain pasty with the stock of g<»ld. 

At the tune when the cx|joft of gold ceases from any 
foreign country the rate ol exchange in that country on 
the area of stringency u at llic otjjort spceic point ; 
and the exclmngc will remain at this i^jint indeinttrly 
unless some new influence aiisef to disturb the equilib* 
liuin. In fact, the ♦hole economic system will, in tljc 
abiefiee of fuch influence, revert to the ftahle condi* 
tions from which it started* 

These may be taken to be, broadly, the stagei of the 
pfocesa by which a rxmtnieiton of the currency in one 
country rcacti on lie others. There are still some 
details, however, wikh require to be filled in. 

Duftni the first stage, when high interest pecvails hi 
the area of stiingeney, and the rate of interest is raised. 
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llioiigh to a lest actent, in tho ndgiilxiiiiipf oottntfiiiy 
every country will experinee tome laB in plices, and 
there will be a tendency on the whole for the greatest 
fall to be recorded in those which are nearest and in 
which for that reason the rise of the rate of interest Is 
greatest. 

But though we can say thil in given conditions the 
greater the rise in the rate of interest above the profit 
i^te the more pronounced wdl be the fall in paces, yet 
% the various foreign countries the conditions cannot 
, be assumed to be uniform. In some of them wages and 
prices wiU, be more sensitive to changes in the total of 
purchfsing }X)wer than in others. Suppose, then, that 
in one country a given rate of withdrawal of gold de- 
presses wages and prices more quickly than in the 
others. Initially the rate of interest ifiust be raised to 
the point which maintains the due proportion between 
the bankers' ^Mrves and their outstanding loans, and 
a determinate rate of outflow of gold will ensue. But we 
haipe seen that in juldition to the outflow of gold on 
account of loans, there is a further outflow towards the 
area ol sUingency due to the fact that the more rapid 
fall of prices in that area increases its exports and de^ 
creases imports. If prices fall more quickly than is 
normal in the selected foreign ^untry, this lallei 
outflow of gold will be Checked, or even^^possibiy re- 
veieedt and by this cause the divergence of the fall of 
prices from the normal rate will be diminished. 

Thus, |q general, those couut|i|is in whkli wages 
i|id prices are more sensitive to h iBimnulion of paBt’ 
dlMiig^l^^ tend to lose lest gold, and those k 
iliihii wages ami prices resist a will tend to 

idswiBore gold thm would otherwfllrlie toe ease. Jyt 
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Alt tt ilili 4 to ciiiiliUtoiiiMt b llit am nl ilrliiftiic»|r 
mi lii tmlt iif btcfifl trm^ to Hit |tfoflt nitt» lilt 
i»il «i iMrlm wID itiil coolbtit. Bit! Uicitt totuHtbi 
wlieli toTf aqwtknctil • kst {Moportbnal bit of |oki 
wffi fiilii tqi^ibftum at an tartof ptrioii ami at a 
Uftormbfil prim thaii ibiti whWIi Hatt experitticird 
a fiiatcf pioporttoitai km. Hik equilibrium cautiot 
peniH^ Jor tbe balaore of exports and tm|iotii betwiuq 
tbt two daitet of countrici will bt upset, and gold niilit 
pats to settle the dtllerente. 

In faet^ b the earlier itages gold is drawn mtto 
eepceially from those countries where wages and pdees 
ftsh^ ehange, and in the later stages llteir extra Um of 
fold It recouped from those countries tn which wages 
and prices hairt responded more readily. The lluetiia* 
Uon Is therefore sudden and vkiknt tn the fotmer, and 
gradual and mild b the latter. 

This oomidetet our examinalton cl l^tt elfcets of an 
tiolalcd and abrupt contraOdon of ihg eurrefiey b one 
among seteiml gold-iitiiig couatrltt. It is unneciiiary 
to describe m detail the effects of an bobted and abrupt 
iaJaliott oemiirbg under the mint conditions. It is 
eaaufli to say thal the superfinouf gold will flow from 
the aica cd Inflattm to the surroundbg countrbsi 
thal all thfcileela of an in|albn as alreadjr deseribbi 
wifi be preacto b nn bltiiscr degree b the area of 
b^atbnwnd b a milder difiee b the other eouiitiise 
b ptopofltcm to 

to ^ we have nded 

iqpMl «r allMlSA •( M aiM% IihM «ffi i» 
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ft Inter ttftge when we come to consider the possiUe 
causes of ductuatiotis in an intamtaonal system. At 
present we are only concerned with the influence 
exerted upon a given fluctuation by protective tariffs 
which are assumed to remain unchanged throughout its 
progress. 

We will now revert to the simple case of two coun- 
tries with independent inconvertible paper currencies, 
and we will supf)Oj»e one of them to have a protective 
tariff. Before dealing with a fluctuation in such a case 
we must be prepared to revise in some respects the 
theory previously enunciated of the rate of cxclmnge. 

In that theory the rate of exchange afforded a basis 
for comparing the costs of production, expressed in 
money, of commodities in the two countries. With 
that basis of comparison the products of each country 
fall into three classes : (1) those of which the moneys 
cost exceeds their money cost in the other country by^ 
more than the cost of transport, (2) those of which the 
money cost differs from the money cost in the other 
country by less than the cost of transport, and (8) those 
of which the money cost is less than their money cost 
in the other country by more than the cost of transport. 
Ihe rate of exchange between the respective units of 
currency was then seen to be such that the value of the 
goods of class (1) imported must just balance the value 
of goods of class (8) exported, subject to the necessary 
corfCcUon for other liabilities, such as Interest on 
borrowed capital. 

B, howevcTt one of the two countries levies duties 
ma Imported goods, then for that country the goods of 
dass (1), which are of course for the other country the 
goods of dass (8)| must be ^nfined lo those of whtdi 
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IIm cmI fwoduclkMii tjcctidt llitif to i l- <il ptfl i jifiHi ii 
in Um isHkm conntf^r hf at limt Ibe ml ^ fim 
dtiljr. fliii will of cvmm fliminbb llie 
in ditt (1) ftml Inotnuc iHott In cIms (1 )» ktfiiii diM (t) 
ttadbiafccl. Himfore tho mit of oxehan|« witkh 
liookl pfodtiae r<|uiHtn4\ttn ttmirr ttm ifiMk oonditloiii 
will not do. Tbt uitii of currmey Ui iht protffted 
country must be cquivaknl to rttber more uniU of the 
cniteney of the free trade country. Thii will inenaae 
the money coet of production of all commodttiai in 
the protected country* e xpresseiJ in the currency of the 
fret trade country. Some goodi which could at the 
free trade rate of exchange have lircn profUahly ex* 
ported wilt fall hack into cUm (9). while «oine whkh, 
under the proteetire tariff and with the free trade rate 
of exchange, would have imiied fr«>m elawi (I ) to ekuti 
(S), will with the adjmted rate of excliange he retained 
tn clawi (1) and be prohubly imfiorted. Thewnod 
cofispiciiottf effect b to diminish the total volume of 
international trade, the ex(K>rtf from the protected 
country being in the end affected in the lamc degioe at 
the imports into it. 

The rate of exchange between the two eooiilfies no 
longer expresses the rdative purchasing powers of their 
lespoetive units of currency. Even under liee trade 
cooditioiis this is only approximately true, tm the 
prices of the ma^t commodity in the two cotmtrici may 
dticf by any amount not exceeding the cost of tnms* 
potting It iitm diher to the other. Any commiM^y 
wdl be cheaper ki the cxpcwl% than in the tmporlinf 
eomdry, and in the case irf some commodtlks the end 
of tsansporl fbtins a my latge propoiUoo cf the cod 
of fModnedons kid» as cpd im|Kiffts htjmm, 
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Hit imte of escdbaage will rtry nmAf txpttm kkt ntio 
of pufcboiiiig power. 

^ere, howerer, there it a protective tariff, impoited 
goods will command prices representing the equivalent 
of their cost of production plut the cost of transpmt 
pint the customs duty. And in some trades^ thou^ 
the effect of the tariff will be to prevent any goods 
being imported, prices will yet exceed (though by less 
than the duty) the equivalent of the cost of production 
abroad pku the cost of transport. . 

If of two countries one has no tariff and the other has 
a tariff of 20 per cent on imported goods, then the goods 
exported from the former to the latter will be 20 per 
cent dearer (apart from freight) in the protected countiy 
than in the free trade country, while the goods exported 
from the protected country to the free trade country 
will (apart from freight) be at the same price in both. 
Other goods may be dearer in the protected countiy 
by any amount not exceeding 20 per cent (together with 
freight). Probably, therefore, the ratio of purchasing 
power will differ by something compara'ble to 10 per 
cent from the rate of exchange. 

In the case of gold-using countries it is still true that 
the rate ol exchange cannot pass the specie point. 
Therefore, in order to m ai nt a in the higher level of prices 
there must be in a protected country a proportioiiitdy 
greater supply of gold. 

Subject to thcM observations very little alteration 
requires to* be made on account of the existence ol {Wo- 
leerive talUfs In the description akeidy given of the 
dieets of sr depression in an ihbmatioi^ system. If 
from any cause the stock of purchasing power in one 
eoontry is diminished, the olher eous^ries witt tend to 
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onljr MM vlicii Ibe olhcr mSm&i 

mA « 4lfiiiBiiti»ft <»f pofduuii^ |Miiifr» tad Ibt am at 
ilfii^pfiey bit midt mdi * ix>m»|KMidliif fftfal at 
fMitiilMfifii |ia«cr» that Uitir prim far toeifii Imda 
purpaMi no latijier di|[rr lo muab as to k«i^ tbe ex* 
diaiifa btyiaid the ipecie pabt* Tht prim 'ld |^i 
for bm|A trade purpoiti iriB iheiafbii hafi talka in 
apiaai^inalefy the same ptaporttan everywbtrt» iiili* 
jcct to the margin allowed by the co»t of refiittllttf 
gold. For example, if the prkcf at the area of itringenf y 
have falleti 5 per oeitt, tliea in a country from wliieli the 
coat of tetidlliiig a iutn in gold »• ) (wr cent they will 
hate faUen per cent, or in a country from which the 
asst of reiuiilmg b 1 per tent tlwy wilt ha va fallen I per 
cent. But in a country with a proleeiive tariff equlva- 
kmi on an average to to per cent of the value of the 
Imported goods, and mvolnng a difference of » say, til pet 
cent in the average kvtl of iniemal fmces. the effSIi on 
tniemal prkca may tie difieresit from the effect on 
prices for the purfXMe of foreign trade. If the tariff 
b composed of ad xmlarm duticf > then, at the prices of 
imports faE« the duties win fall, and the proportional 
fall of jfwiccs will be exactly the same as under tree trade* 
But if the tarifi Is oomposed of speeihe dutiea, Le. of 
dmica aaaeased at so much per unit of quantity of each 
khid of foods taxed, then the fall of mteinal prim wdl 
be leas than in proportion to the fall of few*^ tilde 
prim, fbr mslance. if pticea in the area pi strinfmicy' 
tmve Mm i per cent, and If the cost of leiiiktoqi gedd 
b 1 per oopl^ toe |siecs id the exports and imj^ 
bctvm toe protoeM capitiy and that area wiB be 
fimUshed % i pet. ees4 toil the duties rilU remeii 
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equal to 50 per einl of Uie old ktel of prices of tm* 
ported goods. The foreign trade prices have dropped 
from 100 to 06, hut the prices of imported goods have 
on^ fallen from 150 to 146, and the general level of 
itttamal prices from 125 to 121, or 3*2 per cent. The 
reason of this is that the old duties are made slightly 
more protective by the enhanced value of the gold in 
which they are paid. 

It is also necessary to notice that a greater quantity of 
gold is required to produce a given proportional change 
in the level of prices in a protected than in a free country'. 
Fluctuations arising out of the banking system will 
therefore have greater international consequences, if 
they occur in a protected than in a free trade country. 
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■OCUL AND ICONOlUC 6HAN0C8 

We started to consider the problem of fluctuatioM in 
an abstract community, without banks, and without 
neighbours. We have now removed these limitations 
and so proceeded from the abstract towards the con* 
crete. One Mher limitation remains. We have as* 
sumed that apart from a single isolated cause of 
dtsturbance the economic conditions have bees and 
would continue to be perfectly stable. 

To bring our theory into touch with the actual 
^conditions of the world we must remove thisslait 
limitation. This means that we must take into con* 
sideration all thote economic changes, whether pro* 
grestive or transitory, which arise from social and 
industriai causes. We find an increasing populatkm, 
with an increasing output and an increasing aceumu* 
lated store of material wealth. We also find habits and 
tastes and productive metiwds changing. 

The growing population, in spreading over the eaiA’s 
snrbce, is guided by its own convenience. For tin due 
osga n i s a ti o n of human endeavour, men anist be near 
one another. Therefore new communities are founded 
prelmbly in those phees from whidi there is readiest 
eommankation with the centres of rivilisatini aheady 
inesirtawe. A new coiaigBity rcqnhcs from its very 
hegiming to be hnaisbed wkh a eotain mmimnm ttf 
in 
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houses, fumituie, clothes, and a preliminary stock of 
food and perishable neoesiaries. The area occupied 
must be opened up with harbours, roads, and railways 
and other lines of communication, and a supply of 
ships, vehicles, rolling stock, etc., must be provided. 
And lor whatever industry is to be carried on, 
whether agriculture, mining, or manufactures, the 
necessary plant, including buildings and madbinery, 
must be set up. 

The new communities grow out of the old dl^ranches 
from a tree. It is only by intercourse with tha^d 
communities that the new can provide themselves with 
the necessary stock of capital. And, Uke a tree, a human 
colony takes root. Once the preliminary stock of 
fixed capital has been created it can only be deiierted at 
a heavy sacrifice. The population of the world are 
always committed to using the fixed capital and inf 
habiting the dwellings which already exist. The amount 
of labour involved in the building of hew towns and the 
making of new lines of communication is so great that 
no very extensive change can be made except gradually 
and over a long period of time. 

Every year, however, the population of the world 
tficrcases by several millions, for whom as they grow up 
new fixed capital has to be provided. The places where 
tjbis new fixed capital is set up are chosen for many 
leaaonSf On Ihe tme hand, the needs of social, political, 
and eooiminm organisation prompt the new genemiion 
to settleWi near as they can to the centres of populatiim 
from whkli they Imve sprung. *On othor hand, the 
gfowing population requires an ever-incieasiiig supply 
^ natuiil prcMiucts, Giganic and^ ^ Under the 
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> ot tfi toiiMr «Mil mA ym% tomliott il 

t |iO|itlitloii t«iicb to 

ift the mort wewuAk pkkm to iht imniMliile 

Lt^hcNifliood of an exktinf town or fitliif. Uhiee 
^hi infliMiict ol the ktt«r Uiey t€f^ 
of whidk the notnml reioums ate ititt imdevflkq^. 
By the one teodcncy they are eoneentiatedl, hf ttie 
other icmttfiied* 


Heeettheleif, the icnttering tendency ii ilwayi 
goveme^J^ the ncceiiity for eommunieaiaon* New 
areai me ini hrought under cuHivation to tiipjily the 
nekii of the commujutki Mready in exiitenee ; they 
mint he able to import from thoee eommunlllet tlie 
wcaHh necdsary to oapitaitse their undertakingi, and 
tjiey mitit be aUe to export their own products in le* 
payment. Thetelore at any moment only those treas 
which are within reaionabie reach of existing lines of 
wmnmunieation are being derebped. Moreover of 
communication, whether roads and railways or harbours 
and ships, are not indefinitely and capriciously ex- 
tended. They represent a vast amount of oonoenirated 
labour, which the world can only afford to expend when 
some substantial economic gain (as measur^ a^tnsi 
the gain which might be derived from an alternative 
apphoatioo of the lahour) will be realised. 

^ When cokmists peiletivfie into a new area to devdbp 
TO imtaal tesotirces, they quickly reproduce the social 
to tM k m to which they have beiro accustomed. Th^ 
find It nicnnaiy to eienlt marimts at the pohMs ai 
whidi it is colivcaiesi| to collect their produce toe 
cxpotl ; and thcae poms, chosen emtetdeom of 
cxminniideat^ 

«^lhe u u t at d e wevid, tm lor reasons 'flie mosb 
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oonrenient hetdqiuiTtcrs for politleal, eooncMiiie, and 
social organisation. The result is that even in the 
process of scattering over the undeveloped area they 
oreate new points of concentration. 

There stUl remains, however, a marked difference 
between a “new” country and an “old” countr)*. 
The new country is less thickly populated in proportion 
to its natural resources. From that it follows that the| 
new country can supply itself with food and raw 
materials at a less cost of labour than the old. Each new 
line of communication is a conduit through which the 
resources of the area into which it penetrates flow out 
into the world. Thus the new countries, on the whole, 
export food and raw materials to the old. The old 
countries must export manufactures in return. 

As we have seen, the development of a new country ' 
is limited by the rate at which capital can be provided. 
If the new country were isolated and self-contained, 
only a limited portion of its productive power could be 
applied to capital expenditure. To maintain the in- 
habitants in health and reasonable comfort a certain 
portion of the annual output must take the form of 
oommodities ready for consumption, and only the sur- 
plus of productive power, remaining available after 
these commodities have been provided for, can be 
applied to capital extensions. The fact that a gre^ 
part of the commodities required for consumption c^ 
be imported sets free a corresponding part of the 
country’s productive power for capital extensions, and 
the cajNtal extensions can be still further accelerated 
by the impoctation of machinery and other commodi- 
ties for use in production. 

In ordor to obtain this sup[dy of capital the new 
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ht pmpmtd tl comfiili vtllk tlit 
\tM ol llic old. Ill iim old uouiitry Ihoft Mt 
iofictiiiiii for inwfiiiieiit in {Mfovidtng ter lh« necdi of 
I llinl port of the increntait of pofnikllon whtch remnliis 
•t boaii, if wcH it in impiovilig and exiendinf exiiting 
ecoooink eiiterpriiet. BtH all these exist in the new 
country In doe proportion to the amount of population 
and induftriai enterprise already to be found there; 
and in addition there are tlie openings offered by pro* 
jects ol new lines of communication with an undeveloped 
interior, or of the further development of the country 
to which existing lines of communication have only 
recently fieneirated. 

Thus the old and more populous country is usually 
in the position of exporting capital to the new and 
less populous etmnir)'. It sliould be remarked, however, 
tint the development of the new country presupposes 
a certain continuance of immigration. It is nowuse 
putting fixed capital into the new country unless labour 
4i lortticooiing to man the fixed capital when it is com* 
pitted. The first colonists will man the initial supply 
of fixed capital, but thereafter the development o! the 
country will need both further supplies of colonists and 
teriher supplies of capital. 

Besides these phenomena ol the steady growth of 
jmkii and population, there are innumerable other 
ftinees of economic change. Some work in the — 
diiceUon over long periods of time, such as the growUi 
of teetei i ie a i imowk<%eaiid the consequent improTemeist 
in piodiictive pioccsics. Others are only tanporaty, 
sadi at dmqpsi of hahita and tastes. For the most 
pailtlicsaiic^iiotbeixk^^ Butbeteie 

iMiiqi om mam paddem cl how fluctuations are brought 
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about by the dfoum^mnees of the aetual erorld, 
be useful to examine for a moment the piaetical 
conditions under which the supply of currency ii 
carried on. 

Hithei^ we have assumed an arbitrary change in 
the available stock of currency ns the starting-point 
of our investigations, and we must igtiafy ourselves 
whether such changes may play an important part in| 
practice as well as in theory. The great commercial 
nations of the world, as we have seen, emf^y a gold 
standard. Most other nations either employ a gold 
standard or use paper or overvalued silver of which the 
gold value is kept as steady as possible by a careful 
regulation of issues and withdrawals. A few states of 
slight economic importance use inconvertible pap^ of 
no fixed metal value. China almost alone adheres to a 
silver standard. Thus the world*s supply of currency^ 
practically means the world's supply of gold. 

If other commercial, industrial* and banking coi|di- 
tions are to remain substantially unchanged, it is evi4 
dent that the annual supply of gold must keep pace 
with the growth of population in the gold-using 
ODuntries. If that population increased by 1 per 
oent^per annum and there were no fresh supply of gol^ 
thoi prices would fall by 1 per cent per annum, a^ 
the of IntetM for any loan for a period over i4||| 
these ediiiitions were expected to continue would w 
1 per cent mpw ^le natural rate. To maintain the 
avemge level of pri^ and tnoomes unaltcrd 
of |ol| In the worldmust increase at the same rale aa the 
po^ilafiim. IBold is practieidly indesixnelahle, and 
ip&ual amtpmt withdrawn by loss or |vw from w- 
titd aib^ is small. The annual prpdoetkni id 
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teltlie though it may wy, ti aiwayt inoio 
than iufficient to co%*er the decreate due to these 


causes. 

Materials do not exist for making any trust* 
worthy estiinate of the stock of gold in the world and 
the proportion thereto pi the annual production. The 
stock of gold use as coin, or as bullion practically 
taking the place of coin, is probably from £1,900,000,000 
to £1,000,000,000. I know of no estimate of the amount 
in use as plate, jewelliry, and for other such purposes. 
About twenty years ago the annual production had 
fallen off, and reached a minimum of below £90,000,000. 
With the devebpment of the South African and other 
mines, and improvements in the processes of gold 
mining, the production has risen steadily and nowexoeodi 


£90,000,000 a year. These statistics go far to explain 
the low rate of interest whidi prevailed in tie *ei|^tii8 
(when in this country the debt was successfully woo* 
vofted) and in the 'nineties (when Consols rose to llt|f 
»as compared wHh the high rate wliich has prevailed in 
recent years when all gilt-edged securities have been 


failing continuously. Such vagaries in the annual gold 
fiif^ are very important. But the^changes usua% 
^4ear over such long periods that trade acoominofhiles 
almost insoistbly, and they do not of 
l^ i rl w cause altematioitt of ** good ** mnA ^'bod’* 
Plli. We shall find it necessary to rtlte to tliis 

Ajpia^y wydi pao^mes gold ^ mqporl tho gold 
to out piaee at whiA it niD commaiid the 

0m 1ke|riiti<eciT«i|p|«hegi4dwai»»tetIiefbm 
<»• la a»4t pi^diiBg nte of 
|f«« wWefc the iaU io Mot. 13 w ri«M 
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selected as the destiaatioii of the gold wiB be thal on 
which the rate of exchange is at the highest premium. 
A gold-producing country is of course saturated with 
gold, and exchange on any foreign country is likely to 
be at a pbmium. As the rate of exchange represents 
approximately the relative purchasing power of gold 
in the two areas between which it obtains, this premium 
will be highest in the case of exchange on that country in 
which the purchasing power of gold is for the time 
being greatest . In other words, gold flows from t he gold- 
producing country to those places at which for the time 
being there is the greatest scarcity of gold. This 
scarcity may occur in a new country the immigrant 
population of which requires to be supplied with cur- 
rency as with all other forn^ of material wealth ; a 
part of the new gold must also be distributed among the 
old countries, where the population may be assumed to 
be growing, though no doubt less rapidly than in the new. 
But though in the long run it will be used to meet the 
needs of the additional population, the immediate < 
movements of the gold will be determined by the state 
of the exchanges for the time being, and it may wander 
through several countries lying under the shadow of 
temporary depressions before it finds its uhimale 
desUnation. 

This process is noteworthy in that the flow of giM 
from the mines to the places where there is a scarcity ^ 
purchasing power tends to relieve the stringency at 
those ^aces without draining the existing stock of 
gold away from the neighbouring areas. But thou^ 
the movemeiils of new gold influence trade fiin^oations 
in this and other ways, only exceptional and sudden 
dianges in the gold supply, such as the dkeoveiui 
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FLUCTUATIONS OF SUPPLY AND DIIIAND 


In Chapter VII we have already seen the manner in 
which a» trade fluctuation may arise in an isolated com* 
munity through an imperfect adjustment in the banking 
system, and we there considered the effects in the same 
direction of various clmnges in the conditions of pro* 
duction and consumption. The upshot was that, 
whereas the influences arising out of the banking system 
are very important, those which arise from the condi- 
tions of production and consumption have but little 
bearing (except perhaps in the case of actual famine) 
upon the state of trade as a whole. In reopening in the 
wider field of an international system the question of 
how fluctuations are caused, we must review the con- 
clusions reached in that chapter. 

It will be convenient, to deal with the conditions of 
production first. In Chapter VII we traced the consb* 
quenoea of changes first in the demand and then in the 
supidf 4f a single commodity. To extend the aig[umei| 
from the isolated community to the intemationili 
system we must now consider the efiect on one country 
of changes in the demand for its products m another. 
To begin with, we will again simjdify the proMem by 
asguminf that there is no intematbnai metallie iiiediui!i 
of exdumlli^^ b^^ that each country has its own in- 
otmiert^ pape^ Suppose, then, that that is 
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mmmmUHft tm \mmm^ hmu U tftfjr mmitf mu* 
fiiitil ha ornn dmmmd lor holt mmI no iiwifii« Ihi iiitfli 
of llii ihniniilion vimld be |iin^^ 
tell<«oiitninedCM^^ ntenieiiowioliicKi^ 
ii thnl In iHUeii them, k mm iofel|ii Umli In bili. 
Ghren Ihtl n oonatry boi on emfioii Itnde In but*, vtnit 
wiU betbeeieil upon It end its ndfbboun if the dtiiintid 
to biti ii dlinliiitbed T 

Tbt fittinf demnnd vlil fiiti make in a 

itohcfiii^of ibi retnikn* hmmm. Tbit will be 
imltotiily over nil eountriee. Tbe fetnUen will Ibeo 
five mdler onkn to the wboleenie dentoi and ninti* 
totnmi. and ibi maotilicittrm will ledocn Ibeir 
pfkwi in Older to far at poejiible to maintain tbair 
oalimt and beep tbeir pkint and labour employed. At 
otb^ tmdcs are mbfiMKfAod rn joying tbe Munt detnnad 
at betoe. tbe general level of wage* will be mainta to df 
and it will be more diflkult than in a time of genemt 
de p fet ikm to reduce wage* in the bat trade. But wbat* 
ever tbe exact pfocem of adjustment may be, tbe nd 
letnlt will of coitrie be that ibe grow reedpls of the bal 
bncioeee will be lew than before, and tbm will ernno 
tbe following eo n i cq iieiie ei 


(1) tbi haknee oi international tmde wB be dk* 
titrbed, tbe expewta of tbe bat-pcodiMdiit 
eon nti y bavinf bean 

(f ) At bd mn awtotnwCT * brndnem will be mM 
on on a eamBer aenii. They wifi need tmiAn 
hatoi e n i witb iMr Mjihna to py (a) to iaii 
mw aealetial, ala., (I) n wnafler wnpa bfil» 
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(S) The hftt maiitifacfctirerf wiB need al tay time m 
imaHer volume of outstanding bans to finance 
their restricted business. 

(4) The workmen in the hat trade will be fewer and 
will probably receive somewhat bwer wages, 
and will therefore hold a smaller aggrqpate 
amount of cash in their pockets and their 
money-boxes. 

The thrdS last-named processes may be all summed up 
under the single heading of a diminished share of the 
hat trade in the resources of the money market, and it 
remains to follow out still further the adjustments con- 
sequential on this and on the disturbance of the balance 
of international trade. 

Exports from the coimtry we are considering cease 
to be sufficient to pay for imports. Money which under 
the preceding conditions the bill-brokers would have 
been using to discount the hat manufacturers* bills 
begins to accumulate in their hands. This tendency 
they counter by altering the rate of exchange, so as 
to give more money at home in exchange for a given 
sup abroad. The effect is to encourage exports (re- 
Ibving somewhat, but of course not entirely, the dc- 
pressiofi of the hat trade) and to discourage imports. 
Tbe ldll4nokerB* balances then no longer acemmilatc,, 
and the accumulatbns (representing the hat manu- 
lactuim* bss in respect of the ggoss receipls of their 
loreigif^^l^ are d^pated among the rest cd the 
coPmunity. la liet, the increase in the prices of im- 
^^portcd g^^ (redconed in the domcstb anPapr) 
pccessarily^ Mtidves increased prices and an ineiepcd 
iWtfiut of iie domestle goods with irindb t|i^ cOinilie. 



Hi 


liA tfiidi 1V0 tlMfiim Alwwb Iki MMiy 99A fmdl 
Iqr IIm WUItHili 

pmm k il waA tht pttAk f4 IlMii tmlrn i»il h$ 
makmmd hy tUbg ptioM, mi An wmmkAmm md 
oUMn m§n§ii in lAief|r'«i^ hn In n fXMikloii tn ntftr i 
m m tfm dk0y hiffa imtg of intmk ht kmm Tliilial 
iMAtiwIiite. will \m mnltiiii my low 
pKddB or wffl be wcMrkiiig *i » toM, wHil tliA teelrietiofi 
of ompitt bii rfodicd the point nt wbkb |tie nlall 
prkoi of bets are ettillckiit to pay ail aaptniti of pro* 
dmitloii indtadtiii the maintfiiafiet of ttieli portion of 
tbt oxkiinf plant aa mnamt In tiae. A poeltion of 
Umporary cqmltbritmi will be renebid. In wbkb tbt 
moncfy vaincoftotniiiodH lbaiiliat%andnnNiey 

wagta in tmdm other than the hat trailt, have batn 
ineraaicd, hot the labtnir diAplared troni the hat tin4n 
ia ftill ttncmploytd, and the »uperfiuotii ai|dtal itnb^liid 
inthebnt Irniieiitdk. If the hat trade never reeomi* 
the mperfhioiti capital u permanently waeledt tad 
repe eae nti a dead im to the comiminity. the etipiv* 
ftooiia kboiif wtQ no doubt to a great extent be fiadindly 
But the apectai skill of the woflunen dhr* 
piMad win be watted. The abiorptioe o> tha i upcifl ao ol 
Wmnw win ba aeeomiiMiied by a eoneapoadhu inii aaaa 
is tba o«t|Nit of eommodHiea and a eorretpeiKtint bO 
is noawy pticaa and aeaay wapaa. Wbtn tlia pnaaM 
ia aoaqdatad flMNiqr wifea and moocy prieaa wfil Inmi 
baanfMbaek to Um jerd at iridcb they itoadbaim 
tho de pi a iai aa ia the hat tiade. hut 


( 1 ) Vm 


of naiiital i iffl have 
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(i) The piodu^xft ttno m m M Qm mutaf wM 
(prauiimbly) be lest ptofiUbiy applied thm 
before. 

(8) The foreign trade of the country will (probably) 
be permanently diminished in ?oltune, and th» 
rate of exchange permanently disjdaoed* 

There is no reason to suppose that any sorious banking 
disturbance would necessarily or even probaldy be 
ocoasionef) at any stage. The collapse of an important 
industry may no doubt cause a shock to general credit. 
If the collapse is attended with the bankruptcy of in* 
dividual firms, it may be that banks which have special- 
ised in financing the industry are involved in their fall, 
and that the credit of firms mainly engaged in other 
business, but still substantially interested in it, is so 
shaken that they are for the moment unable to borrow. 
A curtailment of credit money might ensue, which would 
bring with it all the phenomena of depression and 
perhaps even of crisis. 

It is frequently argued that the depression of one 
trade in a country tends to cause depression in the 
others, inasmudi as the purchasing power of the people 
engaged in the trade immediately affected is diminished 
wd they are therefore not in a position to buy so much 
as bdbie of the goods product by their neighbours. 
It shoidd be noted that in the circumstances assumed ^ 
argument is not valid. The quantity of mcmey in the 
country is «a kifpotiim undimfoished and the stmctme 
of incomes built upon this money as a foundation is. 
Of at any rate may be foesumed to be, unaltered. Tlie 
i^^ange that hm taken place is this, that the incmnes 
are in fewer hands than befoie, the woikni^ 



^Jjjjyi^gyill^ tiMlillklhk 'ttk 

■Ww WBItm OTIifM{fHMHI Wmwml^ wBm Hll||| wHU II 

ligM li» ilm ill llMf Wlwii 

fKMtiiNi of tlii oorkiim elMOi Iwfomo itiollliilOt 
Ihi |M»iol tliinttliiiiiy no^ 
m bmm fiotifiiif b dytritwUd |Mtftl]r itnong llw 
'wmMm of Hit ekiitii ud poi^ oaicHii iho 

owom of pmpuiy, thtre imy bo omio tiybl eliaii|tt 
io Um loiotift iltiiiiuMi for diffofonl cooiiiMMillii. Bol 
the iifpifili doniitid for eommo^ 

•imI if llii dtmoiid for eomt folk off ibe demand for Iho 
fomaindor ii eormpoiidtiifly itimukiid. 

Bill this af^dloi only to the oise wbeio llim b no 
intcmalioBal comnoy. It sUU mmtm to examioo tbo 
caic of a tyticfxi of foki*u»iiifr couiitrici. 

Aiittinc a|aia tht aamr exampW at bdoti» a hat* 
txpoftmf ootiairy exfKMcd to th« rfitolt of a faO in Ilia 
dcoiaiid for hatt, but &oppoie that tt and tit natibhoma 
«•€ a fold correney. The Uackminf domand ap of 
ooont maka ittell felt, at m ilic previotti etit, lbioo|^ 
too tcodciiciot 

(1) Ao adiiutinefit of tbe exebanfc **a|aiiiii** tha 
bat-atpoftinf coimtry. 

(i) A dimiiiittioii ui the money (catb and eratt) in 
tbe bandi of tbe hat botmeii. 

But it the ibitiirbaiiea b appreciable the rata id 
ebanfe may fo ttp to tbe tpeete poioi, and them trlB 
than Im a tcodeney to a^ioH fohi to pay lor the tiaaii 
of importa arbaiii laotii the #»iiibhed ciport of hats* 
Hear the banhem eaamit eohwit to an expoit of pid 
miiool tshmi e^pa Io Mng down Iktk tmm to • 
pao|im jaa^ottioo to tha tof^ ^ 
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teftlfi the eoiiiiliy« They wiD iilfe the itto 
with the following oonieqimicee 

(1) There will be a tendency on the part of forap 
countries to lend, the liabiiity arising ffom 
the excess of imports will be left fmr the moment 
in whole or in part outstanding. 

(8) Borrowers will be discouraged and the aggregate 
of bankers' loans will be diminished. 

(0) The bankers* gold reserves will begin to inmase* 
The bankers will therefore soon have gold to 
spare, and will reduce the rate of interest agaii# 
so far as to permit some gold to be exported. 

How far will this export of gold go ? Suppose that 
the manufacture of hats represents } per cent of the 
worid's production of commodities, services, etc., but 
that it represents 10 per cent of the production of the 
hat-exporting country. Suppose, further, that the 
demand for hats is diminished by i, i.e. that the amount 
spent by the world on hats is f of what it was. The 
lUminis^ production of hats represents { p^ cent 
instead of ) per cent of the world's produetkm, and 
^ 0 per cent (approximately) instead of 10 per cent of the 
induction of the hat-exporting country. Taking the 
gold-using world as a whole, if the total value of the 
g(dd used as currency and bank reserves is £1,500,000,000, 
I per cent of that sum or £7,500,000 may be eaimarkcd 
m the gold needed to finance the hat trade beicne ^le 
depressbn began, this sum including of cmirse not only 
the reienres held by the banks againsl the accomils 
dt the hat^making firms,, but the gdi^ in the podECts 
of afl Um peodo whose^ incomes aie derived from 



nAOVAiioiis m teona 

iMiyiif ‘'iMli' ov li ImiIi* B Ikt AMiiiid''ioi'" 

iMitt Mil hf alltr Um mmmmtf 

lilt mm vmdtd In fimne^tht bftl Imdt will Mvo teMm 
M iMO^IKMl anii tlw gi^ tirtlklili lor §M oUicr 
imdmm witt turn rbwn from to 

llUittoilfipOfl* 

lof oouiilry hit IS5,0004I00 of foM ihm 

fStlOOtlNNI of liii will be needed to ftnnnet the hot 
tilde bdm Uie depmtioti md IKMJiO illerwaidii. 
B Ibift were no expoK of gold, the gold iviibible for 
oilier indtwiriei wooki rwe from ltf,a(m,<KIO to 
|MMIOO,000, or mtlMf over S per cent, ind priece in 
llioet inditelrkn would rkc ipproxlfmlely la tbe Mune 
inlio. TbkwoiiMoaly bepoiiibkifttoiitooleifcin^ 
fwliieb ipiri from epeciil cmuiff of df etnr b rn iei ffpee* 
•enls pfidicilly ibr rrletlire pttrdiiiiBf p ow er (rffpid 
in tbe two regions H relates) could riot 1^ f per eenl« 
Anmnie tint tbe cost of eapoiting gold to tlie mnijll 
lofttgaeoiiiilry wouldbe Ipercent. Then the exebnilfe 
eannol rise by moie than | per cent. Of tbe £SOO|MMI 
of gold surrendered by the bat trade only so mndi ena 
be letatned in tbe eoimiry aa wiB raiae tbe 
employed in financing other bnttneisea by | per eenlt 
Le« £lli»fi00. Tbe mnaintng fSS7,MI0 imtst be fW* 
ported (aampf for a trilling fnoportkm wbkb can be 
telaiiiad beemtae tbere Is an tnerease (d aboi^ A 
cent in tbe wwid'i supply of entreney lor I mibi i Mii 
other than Hit bat Itide). 

Bnl eftn an ei|iitbfaijfn» k not yet ibtthi 

C!aq»ft of bats has been dimlnitbed by fiO per eiirt»ani 
if tbi. piieci iilif In otbenMAiitrln are tbe auna^" 
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tibmim be • tolher eaqwft of gold lo loiver the 
general lord of prioei end ao to eneoiirafe exporla end 
diaeourage imports. 

nuts the hu of gold ta traoeade to two dia^iet 
cauaea. First of all there ia the loea proportional to 
the definite diminution in prodnctkm, and therefore in 
die national incomei through a portion of the capital 
and labour in the hat-making industry being left idle. 
Sieondlfft there is a further loss corteapmiding to tiie 
further diminution in the national wedth oonaequent 
upon the trade affected being an export trade and thore* 
fore one for which the exporting country was apecialld 
suited. In order to restore the balance of trade, com^ 
modities which it is less specially suited to produce 
must be exported, and this is made possible by the 
further depletion of the stock of gold and by the corre- 
aponding reduction of money values and of money cost 
of production. 

There follows the final stage in which the displaced 
labour is gradually absorbed into other industriea. 
As this process goes on, the gold sent away will be 
ateadfily attracted back, thus avoiding the element of 
falling prices and consequent depression which would 
mark the corresponding stage under a local inconvertiUe 
cunency* 

It m^t at first sight be supposed that under the 
conditions here postulated it is broadly true to say that 
the depression of one industry ia communicated to the 
others. It is the case that the export of gold prevnata 
these othor industries being actually stimulate. But 
l^teitlidiss, it is not true that they share the depres- 
sion* IW the eptailmoit of exports leads to o cme* 
epondiagimrtallmmitofimp^ Tliediiiiimitiottoltho 
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§MeeM k wmmmA by tbit fcry eoiliiiliiiii^ ol m* 
pwtg, md it just oompenitltd by Ihe inemati 
liiMiittlk demand lor commoditiei arking from Ibt 
eoitaliiiimil ol Impoiti* 

We Unit anife al the erniehnioa thal a dtndnuikiii 


of demand In one indotlfy, tbongb k may eaute heavy 
kntet and gieal dklrern, wiU not in general affeet oth^ 
tndmtrice adwtely and wtQ nott in tact, produce a 
ftnifnl trade deprettkm. 

Alter oontkleriog in detail the effeeit of a curtaiK 
l|tttl of demand lor any oominodity in an international 
lyiiem it k hardly nccettary to deal at length with the 
dieett of an tapantion of demand, dnee the latter 
phenomenon Mm little from a mere revertal of the 
fomiert It wig therefore be more piofttabie to ptoeee d 
at once to eontider the effecti in an intematioiiil 
•yilcm of infioeficei bearing upon the prodmliofi % 
aeommodity. 

The eaueea afleettng produetkm may be either kwal 
or general. Cltmaiie tm^ulartties, political dktnrlh 
ancei, labour troubles, cUscoveries of new souioes cd 


sup|dy, are usually local. But some of these may he 
w^-wide in tbi^ operation ; and some causes asa 
araally of universal operation, such as the inventicMl 
of in^mved prooeaMs. It will be simplest to hegfai 
wkh a imivctiil infiuenoe, and proceed afterwank to 
eonaidecBlaon of a kieal infilled We assume Uil 
ininsnet to he nnmnal m the sense that It dieela 
eguaiy afi aomoes d poadnetkm. Those somes of 
pmdmftiim mnillmsiqfipQiedlolmi^^ dUsUmlid 
ameof die dUmtnt inmH##? dm 
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« 

not dHfer spfireeiably tom llitl ditim tdi<*0^iiitsiiido^ 
liokled eimmuohy. But the loctl Atatl ui t i iMi ixf the 
pfooeeses of produetkm has nowadays become yg^f 
complex. Thefearemanystagesiiitbeptoductimiofa 
single finished arUcle ; the different stages may take 
place in widely distant places ; the same raw matetial 
may enter Into the production of many different com- 
modities. A cause affecting |woduction may act upon 
the supply of the raw material, or on apy of the sub- 
sequent processes. For the sake of sim^icity we will 
start by assuming that the commodity concerned is 
brought up to a certain definite stage of manubctito 
at its place of origin and that the remaining stagS 
are invariably completed in the country in which it is 
to be consumed, so that the goods in transit arc always 
at the same uniform stage of manufacture. We sh^ 
thus be concerned only with the local distribution of the 
producers in the producing countries, and of the con- 
sumers (with their attendant producers) throughout the 
international system, and thm will be no intennediate 
manufacturers with a different local distributon to 
compltcate the problem. 

Now let some influence operate to diminish the out- 
put of the commodity to obtained from the given 
economic agencies, in the form of labour, capital, and 
land, devoted to its production. We saw in Ompter ¥11 
tibat the effect of this on the market must distend on 
whether the demand for the commodity is ** dastic ** or 
** indasto." In the former case when the cost of pio- 
ducdon and ttoefore the price rises the aggiefate sum 
i|pent by the coasumm upon the om6aoMy UmiiiMfff 
ih the lalter cei#^ aggregate 
ne tb^eiledB ei the diminutictt M os^fsiit w9 be 



FLllOfOAiW 

tlMl it piM tbe 

liN^pr bi ialMiut t0 py tilt tK|^^ 
wldt tl the Mme time the memifiMStitien eta no 
ionier lcee|i peoe with the onlert of the whdeiile 
denim. Thm molt, Iherefoit, «t once he nn inarenit 
pkw, and the ohniaeleiif the den^ 
how Inr the hmoie of prke ena go. It the d eia n ad ii 
elattk the iamnie w^ stop helm the nggiefite 
imiple fioai nice have merted to the prevkHii 
dgaiet if the demniid b laelnstie the iaerenie will be 
•afieicid to cnfiy the n^pegnte recelpti beyond the 
l y gy io i Hi 4gm« la cHher erne the sabeequeat phe* 
Somenn nie veiy dmilnr to thoee whkh ooour whm It 
is the deninod lot i eommodity which is dlreeUy nffeeted. 
the former cnee eonesponding to » <tenMxl. 

the Inttcf to na expanding demand. It is therefore an* 
necessary to tiaoe in detail the various devefopmeats | 
the dccfcase (w increase) of the financial reqairenMnili 
of the hidastry affected ; the passage of gold to (or 
ftom) that iinhtstfy from (or to) other indastrics t the 
oonseqaent mqwft (or iaiprt) of gold from (or into) 
the prodadng ooimtnes ; or the incidental efleela on 
Iha haknee of trade and the rate of exchange. The 
cmly iaqmrtaal difference is that the diminutioa d tim 
qoMdity d the oonuDodity obtained by a given expeadi* 
tm d o e o n omk effort mast be written off aa i deor 
leas bafaoi tha aieela d the change in demand ara taken 
hrtoaeeiwnlalaK. In jast the same way the effects d 
hMimed prodnetfon wffi comiqxmd, accordhif as the 
dmand k elistfe or iadaitie» with those of inereased opr 
deemaed demad. Aad d aB |hese oecanenm k k 
waHmnir tiwo Ihal omMa Iba 
dtailhraBietedthmfe 
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10 called* or at any rate none of material importance. 
An exception is to be found in the case of actual famine, 
where (as in the case of a self-contained community) 
the reaction upon other industries liecomes consider- 
able. But the production of the necessaries of life is 
so widely distributed over the world that a world-wide 
famine is very unlikely to occur. The effects of a 
scarcity of raw material on the manufacturing com- 
munities, as distinguished from the producing com- 
munities, are of course excluded by our hypothesis. 

This hyf)othesis can now be removed, and inter- 
mediate processes of manufacture having a Icr^ 
distribution different both from that of the production 
of the raw material and from that of the consumption 
of the finished product may be admitted to considera- 
tion. How, then, will a locality, which imports the raw 
or incomplete article and exports it after applying to 
it one of these intermediate processes, be affected by an 
increase or decrease in the supply of the raw material ? 
Consider first a decrease. A continuance of work at the 
existing rate will begin to deplete the stocks of raw 
material. Those stocks cannot be replenished ns 
quickly as before, and consequently the manufacturers 
will curtail the orders which they will accept from the 
wholesale dealers. This restriction in supply will elicit 
from the consumer a higher retail price, and the whole- 
sale dealers will thus be enabled to offer a higher price 
to the manufacturers, who in turn can offer a higher 
price for the raw materials and so get an increased 
supply (though not, of course, equal to the old supply, 
otherwise the higher retail price could not be maintained). 
Under conditions of free competition, the manufac- 
turers would find their plant and their hands under- 
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employed, and would be willing to aceept a price just 
tu^cient to cover the cost of raw material pim working 
€Xf)cn»es. This would still lie so, even if the demand 
were inelastic, so that the aggregate receipts from sales 
of the finished product were actually greater than 
iKjforc the scarcity. The whole advantage of these 
increased receipts would be jmssed on to the producers 
of the raw material. In fact, whether the demand is 
elastic or inelastic there will always be a diminution of 
output, and the manufacturing communities will suffer 
lioth by Imving less work and by earning less for the 
w^k they have. In ttther words, they cxjieriencc 
|>reciitly the results which would follow a contraction of 
demand. 

All the foregtiing examples of causes affecting pro- 
duction Imve l>efn cfuihned to cases where the o)>erution 
of the cause is uniform in effects over the entire 
production of the (Viinmi^djly conrerned. A further 
com})lication arises where the disturhanee is local. 
For example, how will u country lie affected by an 
exceiitioimlly gexxi or exceptionally bad harvest ? 
It IS a commonplace of the money market that a coun- 
try which has a gcxxl harvest in any year will need 
money and, if a gold-using country, will need gold. 
Tlie distinguishing feature of a local variation in pro- 
duction is that it does not have the same effect on 
prices as a world-wide variation affecting the entire 
production of one commodity. Thus a good harvest 
in one countr>' lias usually relatively little influence in 
diminishing world prices. Tlic elasticity or inelasticity 
of demand becomes a matter of minor importance and 
the nmney value of the harvest in the world’s markets 
If more or less propi>rtional to its volume. 
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When the harvest is reaped and comes into the market 
there will be a greater surplus for export (or a smaller 
deficiency to he made up by imjx>rts) than in a normal 
year, and there will thus arise a balance of indebtedness 
from foreign countries. The farmers may invest [wrt 
of their exceptional profits abroad, but part, at any rate, 
they will either spend or invest at home, and as the money 
comes to be remitted to them for that purjiose the bill- 
brokers will find their balances diminishing and will 
adjust the rate of exchange towards and probably up 
to the im^Kirt s})ecie |>oint. Sufficient gold will then lx? 
imported to raise j)rices and stimulate imports up to 
the j)oint at which they pay for the exceptional exjwrts, 
or at any rate for such portion of those exports as 
cannot be set off against exceptional investments 
abroad. This importation of gold may begin before 
the harvest is actually reajx?d. For as soon as the 
exceptional yield is foreseen the farmers will want to 
borrow more money than usual to pay for the cost of 
reaping, carrying, etc., and the bankers will be ready 
to lend more than usual in anticipation of the farmers’ 
swollen profits. But the bankers must have larger 
supplies of gold to support the increased loans ; they 
will raise the rate of interest and will so attract gold 
from abroad. When the whole harvest has been dis- 
posed of and sufficient imports have been obtained in 
exchange, the surplus gold will be sent abroad again. 

It should be observed that the gold is not imported 
from abroad to discharge the balance of indebtedness 
directly. Indeed, as it is not ultimately retained it does 
not affect the balance of indebtedness in the long run 
at all. The balance of indebtedness is discharged by 
the increased importation of goods, and only so much 
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IpM mti be will %ttnnibtf In tlie 

pW|«irfdl 4e|tite. 

t InrHicfitalJy the «>( aIm) itimuUte* 

litmifslic IrsKlr, w» th,it thr jji'w**! h«r\rmt rt«rf» (nvour- 
•hly h»r the Itmr Ikiu^ v\i fhr iirnernJ of trmir m 
the coiifUry. Bui tli#- «v,'tjfrary rftrH \% ee|MrTiem'eil 
nhen the g^ilcl i% •irr;» ahr«Hi»i agatii liitrr on iintl |>nrr% 
rdum to their ohl Irvr!. 

JtHl an cxcr|>t?u!mlly httrvrst neemitatr^ 

the {rn|>ort ttf gohl, *»o t%i!! un r\« rpt M>nnlly j«<Kir hiuvr^t 
lo the en|w*rt <^! Ami, of rounr, if {♦ro- 

|uflion H rhrrkrtl f>r ^tinvulrtlrij m aUN other ^ay the 
ieffed t<» the K»»r r\ii{u|»|r, n |»rol<»iii|*ril laUntr 

cii%|Hife mil <thrmfu4t the nrrih of the imlintry 

tffrcte*!. The iruiu'^try »;!! !;< » I r lo n i«»n to under* 
lake nfw' ofulrr^t ^who-h iov»rKi urw !«irfowinj;*h 

ami thouijh loafn nfrr-vfv -■•Kr.sii.Mi fi»r rxuUnu itrdrri 
WsH in inan'\ cave* havr Vn 'or ui |»4,ut rrii,ri«cif. ^le 
rrnjdoyrr'i wtil fioi U: j-u) ihr^r usiod \%frkl) 
bilK ; they oii the- vv!;/,!r. hi* flhir to (htfufo^h 
Imitermily their out^tandmo mdrhtrdi'.r’j’i, and niU 
draw much cio»h than u-c.jui aijnmHt tlieir current 
accounts. At the *iamc tune the workrnrn will Im* «»uto 
sistmg on itrike [niv, aioi rreiht, and their 

weekly budgets will l»e le^i lhan when the y are receiving 
their full earning*^. The average amount of ea^kh in 
their pocltet.% will lx* eorre^ijioridmgly Taking thf? 
personnel of the industry svt a whole, there^^»rf, they mil 
in the eourM‘ of the dtepute jwrt with a great [x Ttion 
of the ca^th and eredil memey which ordinarily m thi ir 
handf. Hie mb Ki free will lend tO' vtimulide c4hrr 
indiistfie#, to {in*h up the rate of eiehange, and, if the 
dispute is imfioftant and firolonged, to find it» way 
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PREFACE 


At a lime when Fitiance is uf greater importance than 
ever before, it is hofwxl that this small volume may be 
of mterest and valut‘ tu the publi< , and help the 
application of uai’s hs>ons to the problems that face 

IIS %pe^\ . 

Tlie contents, with the exception of the last article 
on Money or (ioods? ” (whkli appeartcl in the Trade 
Supplement of the Tims for DecemUr, 1918), have 
already been publislied in Spaling's Journal, from 
September, 1917, to March, 1919; they have been 
left as they were written, except for a few verbal 
corrections. 

I desire to exprt^ my ilianks to the Editors of 
Sfuriing^s Jmfnal and of the Tims for their kind 
permission to reprint the articles. 


]m$, 1919. 
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